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EDITORIAL
In the July issue of The Journal of
Accountancy we published editorial
comment upon the general question of
relief of the unemployed, and we then expressed the opinion that
it would be far better for the country as a whole and for the
people of the country individually if no attempt were made to
disguise a dole as compensation for useless and incompetent
work. To employ a man or woman on some absolutely futile
apology for work is not a kindness to any one. It tends to
create a disrespect for honorable labor and to build up a senti
ment thoroughly un-American. No man can be employed to do
something which he knows is valueless without injury to that
man’s innate perception of honesty and the laws of compensation.
The so-called work which is done in the name of relief is for the
most part nothing but a pretense; and every good American who
accepts payment for worthless gestures, every man who leans
against a shovel and is paid for shoveling, every man who is
encouraged to become expert in the avoidance of work is being
educated in the art of professional indolence and fraud. We do
not believe that any good American wants to be known as a
leech upon the body of society, and yet every American who
yields to the inclination to take something for nothing or worse
than nothing is exposed to a severe temptation and his morale
is almost certain to be shattered. There is, however, another
side of the question which is almost equally important, and that
is the exorbitant cost of the so-called public works which are
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being perpetrated in the name of relief. It has been argued for
months that the country was spending a great sum of money
every day which was unnecessarily spent; in other words, the
government acting directly or through state jurisdictions was
not getting a dollar’s worth for every dollar spent.
In the state of New Jersey, which rather
prides itself upon scientific application
of the rules of economics, the legislature
failed to make provision for the relief of all who were supposed to
be in need, and as a result the duties of relief devolved upon
municipalities, with results which are simply amazing. The
New York Herald Tribune of July 13th published a statement
from a staff correspondent in Trenton, which is a trenchant
commentary upon the conditions in that state. We quote:

New Jersey Shows
the Way

“From an impartial study made by the New Jersey League of
Municipalities, these results are clear;
“Relief is being liquidated in New Jersey. Expenditures and
relief rolls have been reduced more than fifty per cent. throughout
the state.
“Thousands of chiselers have been dropped and jobs have been
found for thousands of able-bodied men whose energy and initia
tive had been sapped by long months on the dole.
“Families accustomed to the state’s generous bounty have dis
covered, under pressure of local prodding, new resources of self
rehabilitation.
“Thoughtfully and humanely in some communities, with more
speed than sentiment in others, relief clients are being thrust back
into the normal, useful channels of society.”
Percy C. Magnus, president of the New York Board of Trade,
in a statement made public July 12th declared that New Jersey
had “broken the relief trust.” He said:
“New Jersey had the courage to meet the relief problem in a
sensible manner and it points the way for other states which are
struggling under the load. Last April our neighboring state
across the Hudson by refusing to appropriate state funds for relief
purposes did something more than merely to turn the problem
over to the municipalities where it rightfully belonged ... it ex
ploded sentimentality and forced stern realism. It laid low a
growing political and social menace. It made relief a supplement
to individual effort.”
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Now let us look at the statistics. Thirty
eight towns in June, 1935, had on the
relief rolls 12,706 cases which were cost
ing a total of $318,548 a month. After relief had ended the num
ber of cases was reduced to 4,690, in June, 1936, at a total cost of
$65,438 a month. These figures are eloquent. Whereas the
number of cases was reduced 63 per cent. the cost of caring for the
cases was reduced nearly 80 per cent. The average cost of a
case in June, 1935, was more than $25.00 and in June, 1936, the
average cost of a case was less than $14.00. It is hard to say
how much this may indicate that those formerly on relief found
the lower scale so unattractive that they took themselves off the
rolls and found jobs for themselves; how much it may reflect bet
ter supervision and check as the towns are spending their own
money; how much it may reflect an actually improved condition
as business no longer has to compete with subsidized idleness.

Amazing Effect of
Economy

These figures from the state of New
Jersey should be read and pondered by
every man and agency concerned with
the administration of relief funds. New Jersey is a represen
tative state which does not enjoy special privileges. What occurs
in that state occurs generally throughout the nation, and what
New Jersey can do in the way of reduction and economy any
state in the nation can do. It is perhaps not too much to expect
the policies of the nation to be influenced by what one common
wealth has done, particularly if that can lead to what we really
want in a rivalry of the states, each trying to show how its relief
problem can be most efficiently and economically handled.
There is need for wise economy in relief administration. This
does not seem to come when money to be spent is readily pro
vided through outside agencies and success of administration is
measured by the volume of money which is spent. We can not
continue to spend, spend and spend again, whether we have it
or not. Some day there will be a change in the policy of our
nation and we shall return to the faith of our fathers—faith in
ourselves, faith in our destiny, faith in our individual manhood.
We shall try to make our citizens fine, upstanding members of
the body politic and not whining, servile seekers after gratuities.
Probably it would be possible for the whole country to effect
savings at least as high as those which have been effected in New
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Jersey. If that be so and if some man or group of men be found
strong enough and independent enough to put into effect the
principles which have produced such excellent results in New
Jersey, we shall not have any trouble in balancing the budget.
Our taxes will escape further multiplication. And, best of all,
we shall have a nation strong, self-reliant, valiant for truth.

The federal revenue act of 1936, after
a period of too brief gestation, was
approved June 22nd. It is, therefore,
law for the present. What fate awaits some of its novelties when
tested in the white light of adjudication remains to be seen.
Much will depend upon the nature of regulations, which will
probably not be issued much before the end of the current cal
endar year. It has been said that nobody understands the new
act. We believe it is true that few of those responsible for its
enactment understand it; and it is quite certain that there will
be wide differences of opinion upon the meaning and effect of
many of the sections. We have no intention here of attempting
to discuss the detail of the law, but in the September issue of
The Journal of Accountancy we expect to publish an article
analyzing some of the most important provisions of the law and
dealing with some of the underlying principles. For the present
we are concerned with the law as it creates new forms and
methods of taxation. The new law carries on the evil principle
of the taxation of capital gains, which has been one of the greatest
weaknesses in our whole system of taxation. We have discussed
this matter on many occasions. Competent authorities through
out the country have strenuously advocated the abolition of such
a tax, which merely discourages enterprise. Probably no reader
of The Journal of Accountancy is ignorant of the fallacy of
the theory of taxation of capital gains and a concomitant allow
ance for capital losses in whole or in part. The most iniquitous
section of the new law, however, is not that, but, rather, a new
scheme for destroying business. This was an administration
measure but we must believe it was recommended with no
conception of its practical injustices and undesirable economic
consequences. It immediately stirred up a hornet’s nest of
opposition, and for a while it looked as though the danger would
be averted, but insistence from the White House and subservience
on Capitol hill accomplished a part of the original intention, and
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so we have what is described in the law as “a surtax on undis
tributed profits.” It is not so violently severe as the adminis
tration desired, but it is bad enough in all conscience. It is
interesting to note that at the Institute of Public Affairs at the
University of Virginia, Lovell H. Parker, chief of staff of the joint
committee on internal revenue and taxation said, in part:

“The present system of treating capital gains and losses has
one glaring, inequitable defect which must be obvious to all and
which can only be defended on the ground of expediency. This
defect results from the fact that capital gains are added to ordi
nary income, but capital losses can only be deducted to the
extent of the gains, plus $2,000. The $2,000 proposition is only
a relief affecting the small taxpayer. Under this system it is
entirely possible for a man to have capital losses of $1,000,000
and other income of $1,000,000 and still pay a tax about $650,000.
Thus he is poorer at the end of the year by the total amount of
the tax.
“A second defect of our present system results from the fact
that it considers one year only. How much better would it be if it
would allow the losses of one year to be offset against the gains
of a subsequent year? For instance, a man can start out with
$1,000,000 in capital and in a few years find his capital depleted
to $500,000, and yet in the meantime pay some hundreds of
thousands of dollars of tax to the government.
“ Finally, our present system interferes to a considerable extent
with normal business transactions. It encourages the taking of
losses within one year and discourages the taking of gains until
relief can be secured by the reduction in the amount of gain
taken into account in computing income based on the length of
time for which the asset has been held.
“It is extremely difficult to suggest improvements to our pres
ent provisions governing the treatment of capital gains and
losses because such treatment must be synchronized with the
general structure of our taxing act. For example, the revenue
act of 1936, just passed by the congress, contains such substantial
changes in the method of taxing corporations as to affect vitally
the question of how capital gains and losses should be treated.
“To illustrate this point it is merely necessary to observe that
an examination of the facts will show that the majority of capital
gains in the past have been realized from the sale of corporate
stock. The increased value of corporate stock comes about
largely, of course, because a considerable portion of the net earn
ings is retained in surplus and used in increasing the earning power
of the corporation. Under the present undistributed-profits-tax
system, the tax on the annual earnings of a corporation may be
increased from 15 to 33 per cent if all the earnings are retained
for expanding the business of the corporation. We do not intend
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to go too far outside our subject of capital gains and losses to dis
cuss the merits of the new tax on undistributed profits, but it is
proper to observe that if this system is continued the question of
capital gains will become comparatively unimportant in the long
run as a revenue producer.”
It is impossible to understand what evil
genius could have devised so pernicious
a tax as that on undivided profits. It
does not seem to have any merit from any point of view. It will
certainly militate against business recovery, which everyone
admits is much to be desired. It will not produce the enormous
amounts of revenue which its sponsors predict. It imposes on
every corporation, large or small, a tremendous burden of inter
pretation—trying to understand the nature and effect of this new
tax scheme and to adapt corporate affairs to it. It is a plan which
has been repeatedly considered by tax authorities and repeatedly
rejected as impracticable in administration and undesirable in eco
nomic effect. Probably the most charitable interpretation of the
case is that the sponsors of the bill, whoever they may have been,
were without practical knowledge of business, with no experience
of the needs for building up working capital or a host of other
common requirements which justify and indeed require the reten
tion of some portion of the profits of nearly every business if its
activities are to continue.
A Tax to Destroy
Business

The Incorporated Accountants Journal,
London, of July, 1936, quotes from Law
Times an interesting article upon the
degrees of liability of auditors and
accountants. The article was based upon a recent case at the
Manchester assizes, wherein plaintiffs claimed damages against
a firm of chartered accountants for negligence and breach of
duty. The plaintiffs alleged that the defendants had been the
auditors and accountants of plaintiffs and that there was implied
from such relationship an obligation upon the defendants that
they would exercise reasonable skill, care and diligence in the
examination and audit of the plaintiff’s books and that by reason
of the defendants’ negligence or breach of duty, defalcations
amounting to approximately $7,500 were not detected. The
defendants alleged that by resolution of the board of directors of
the plaintiff company they had been appointed its auditors upon
86
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incorporation in 1911 and had continued to discharge the duties
of auditors until 1935, but that they had not been appointed nor
had they undertaken the labors of accountants. They did not
admit that any sums had been lost by the plaintiffs nor that any
defalcation on the part of the cashier could be shown, and they
contended that in any event they had sufficiently discharged their
duties as auditors since they had from time to time drawn the
attention of the board of directors (when forwarding the draft
balance-sheets to them after each audit) to the absence of certain
books and internal checks which rendered the system of book
keeping in use by the plaintiffs far from ideal from the point of
view of checking. According to Law Times the issues upon
all the facts of the case really resolved themselves into a question
whether the defendants, having regard to an alleged failure to
discover during their audits the existence of certain books which
the plaintiffs said had been kept by the company and should have
been checked by their auditors, were justified in giving their reports
in the form in which they did. It appears that the reports fol
lowed the form set forth in the companies’ act, 1929. Our con
temporary continues:
“It will be seen accordingly that the responsibility for keeping
proper books of account is placed upon the company and the
penalties for failing to comply with these statutory provisions are
imposed upon the company’s directors. Whether the somewhat
meager requirements of section 122 sub-section 1 (a), (b) and (c)
are, from the scientific accountancy point of view, proper books
of account is a matter of controversy.”
And again:
“The evidence for the defendants was directed to show that
even if they were themselves deceived by the fraudulent conceal
ment of a book from them (in this case a day book) which was said
to have been kept by the deceased cashier as a record of daily
cash sales, there had been in all the circumstances no want of
reasonable care on their part.”

The well-known Kingston Cotton Mill Company case is then
cited. In the law reports the headnote reads in part:
“An auditor is not bound to be suspicious where there are no
circumstances to arouse suspicion. He is only bound to exercise
a reasonable amount of care and skill.”
Lord Justice Warrington quoted with approval the dicta of Lord
Justice Lindley in re London and General Bank as to the ordinary
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duties and obligations of an auditor without reference to any
special article or stipulation as to the terms of his employment,
and he added that an auditor is entitled to accept the certificate
of the company’s manager “though on subsequent investigation
it turned out that the manager had been for some years defrauding
the company and that his certificate was intended to cover up
those frauds.” Finally he summarized the position thus: “The
duty of the auditor is to verify the facts which it is proposed to
state in the balance-sheet and in doing so to use reasonable and
ordinary skill.”
This is a highly interesting case, not so
The Auditor Not Author
much because of the novelty of the ques
of the Accounts
tion, but because of the arguments
adduced on both sides and an exceptionally clear definition of the
extent of an auditor’s responsibility. It goes back to the old
dictum that the accounts are the company’s, not the auditor’s,
and that in reviewing the accounts the auditor is charged only
with an obligation to exercise reasonable professional care.
When he has done that he has fulfilled his function and can not
be held liable for any loss which may have been suffered by a
client, if that loss was due to some carefully hidden defalcation
which ordinary care would not discover. The boundary line be
tween the things which fall within and without the auditor’s
responsibilities is never absolutely clear. There is always the
question of what constitutes reasonable care. But it is gratifying
to have from eminent legal authority an opinion which so strik
ingly supports the contention of the accounting profession that
it is not the duty of the accountant to be a detective. If there
is nothing in the case to indicate even a remote probability of
wrong-doing, the accountant is exonerated, whatever defalcation
or shortage may subsequently appear.

Accountants of many states have been
much interested in the question of
competitive bidding for municipal and
county audit and are doing everything that can be done to bring
an end to the unfortunate practice. The North Carolina Associa
tion of Public Accountants has recently issued a directory of its
members, with which is included a copy of a letter from the
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attorney general of the state addressed to the association. The
letter reads:
“I have your letter of April 8th and I am glad to respond to
the request therein made. There is no provision in the North
Carolina act which requires that municipal or county audits must
be let by competitive bids. The statute goes no further than to
require that the contracts for such auditing must be reduced to
writing and approved by the local commission.”
The letter is signed by A. A. F. Seawell, attorney general, and
countersigned by Harry McMullan, assistant attorney general.
This letter is important and should be instructive to persons who
are concerned with the employment of auditors for states, coun
ties and municipalities. The argument which has done more
than anything else to perpetuate the practice of bidding has been
that the law required that there should be competitive bids.
We have not made a study of all state laws, but in North Carolina
at least the argument falls to the ground and we believe that in
many other states there is a similar lack of requirement that audit
should be awarded only after competitive bidding.
Elsewhere in this issue of The Journal
Advertising in Another
of Accountancy appears a letter from
Profession
a correspondent who discusses the
impropriety of professional advertising and quotes from an article
which appeared in the June issue of Life and Health. One of the
most striking quotations in his letter is from a decision of Chief
Justice Hughes of the United States supreme court who said,
“The public must be protected from all influences and practices
that tend to demoralize the profession by forcing its members into
an unseemly rivalry which would enlarge the opportunities of the
least scrupulous.” This opinion was rendered in a case involving
the profession of dentistry, but what applies in that case applies
equally to accountancy and to all professions. If advertising
were permitted it would undoubtedly lead to unseemly rivalry,
and the accountant who had the most money would be able to do
the most advertising, while the little fellow without money could
not advertise at all. And the plea has always been that ad
vertising was needed to help the little fellow to succeed.
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Accounting Methods Must Be Revised to Meet the
Increasing Burden of Taxation *
By Robert H. Montgomery
It is human nature to overstate one’s assets and profits and to
understate one’s liabilities and losses. Taxing authorities do not
believe this, but it is true. It results in paying too much rather
than too little in taxes.
The “new dealers” believe that Santa Claus will pay the bil
lions of dollars squandered in increasing production in one part
of the country and decreasing it in another and in ruining our
export trade.
Business men know that the president’s new philosophy, no
matter how artfully presented, will not prevent more and heavier
taxes which must be paid in cash.
The proposal to tax all undistributed earnings has been fully
discussed. It has nothing to recommend it. It is wholly
unsound, complicated and unnecessary. It strikes at the medium
sized concern and favors the large corporations. It is a signifi
cant phase of the “new deal” philosophy, which by any means
whatever seeks to take from the man who has and gives to the
man who has not.
It flies in the face of all human experience. Thrift becomes an
obsolete word. Self reliance is forgotten.
Spending other people’s money becomes so fascinating a
pastime that the “new dealers ” pass on from spending our money
to tell us how to spend our time, what to read and what to think.
I do not like this atmosphere.
In referring to all undistributed corporate earnings as avoiding
taxes, the treasury insults our intelligence. In the first place all
such earnings have been heavily taxed. In the second place most
of the undistributed earnings are tied up in inventories, plant,
etc., the greater part of the cost of which has been paid to labor.
Calling names and accusing all men in business of not paying
their share of the cost of government may win one or two elec
tions, but in the long run the truth will prevail.
A great deal of criticism was directed against the house bill
because corporations which paid dividends to avoid the penalty
* An address before the American Management Association, Newport, June 4,1936.
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tax upon undistributed income would find it difficult to persuade
their stockholders to recontribute the money as new capital. It
was suggested that by availing themselves of the principle of the
United States supreme court decision 774, of May 18, 1936,
Koshland vs. Commissioner, corporations could meet this problem
by distributing all their income in such a manner that stock
holders would be taxed and yet the corporations would not dis
tribute funds, namely, by declaring dividends in common stock
on preferred stock, or vice versa.
This may be all right from the corporation point of view, but is
rather rough on the stockholders to make them pay a tax in cash
when they receive no cash from dividends. If a taxpayer’s entire
income were from such paper dividends it would be a real problem.
It was rather amusing to see how quick the treasury was to
claim it had this plan in mind all along. So far as I know, how
ever, it had not previously mentioned it.
The fact is that the taxes now being sought are to pay for the
frightful mistakes of the money spenders who, having had no
experience in earning money, do not know how to spend it.
Most taxpayers pay too much in taxes rather than too little.
The law is so complicated that it requires an expert to interpret it.
Even the experts do not pretend to understand it. In conse
quence most taxpayers decide doubtful points against themselves
and are in ignorance of many of their rights. I tested this last
winter in Florida. A hurricane destroyed much property which
was not insured. The law permits a deduction for all losses aris
ing from casualties. I asked about a dozen men—large taxpayers
and heavy losers—if they had claimed the deduction. Almost
all said: “No, they did not know they were entitled to it.”
I do not feel competent at this time to discuss the effect on busi
ness of social security taxes. If “social security” means that a
considerable part of the population from now on will expect the
other part (including farmers) to support them in their old age,
and if the effect will or may be a lessening of the old fashioned
ideas of taking care of one’s self and those directly dependent on
the head of a family, then it is too much like Russia for me.
It means federal government participation in the family and
social affairs of those who receive and those who pay.
Inasmuch as each community must pay in taxes according to
ability to pay, why send the money to Washington to be filtered
through a thousand hands and a score of agencies and come back
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to the community diminished so much that new taxes must be
levied and so on. In other words the chief industry of the coun
try will be the collection and dissipation of taxes. But if you kill
the geese, who will lay the eggs?
Business men had better settle down to a little serious thinking
about their accounting methods. Is it possible that profits are
being overstated? If so, unnecessary and burdensome taxes are
being paid on something which is not subject to tax under sound
methods of accounting.
Contrary to general belief, congress has power to tax net income,
but not unless it is realized or realizable beyond any reasonable
doubt. The unsound and unfair provisions in the existing
federal income-tax law which taxes gross rather than net income
probably are unconstitutional. It is a disgrace that we have
such a law, but business men are funny about such things and
pay rather than fight.
It is important for every corporation of any size or with ramified
business operations to consider its corporate structure and manner
of operation and the probable effect thereon of the ever increasing
federal taxes. In some cases, corporations may find it advisable
to take immediate action, especially those corporations which
have fiscal years commencing in 1935 which are not yet ended.
They may be in a position to help solve their own problems by
intercorporate dividends before the new procedure goes into effect.
There seem to be at least four factors which, in general, an
economic business unit may do well to consider in the simplifica
tion of its structure and its operation with fewer corporate entities
or even as a single operating company. These factors follow:
1. With increase in the normal tax rate, it becomes increasingly
important to avoid situations where excessive taxes are paid as a
result of unevenly distributed earnings within a group, as, for
example, where some corporations have profits and others have
losses.
2. The cost of intercorporate dividends makes it advisable to
avoid situations when such dividends become necessary;
3. A penalty tax upon undistributed earnings makes it advis
able to have fewer companies which have to be considered in
meeting this situation;
4. The difficulty of guessing correctly for capital stock values
when there is a great number of companies, and also where the
amount of intercompany dividends to be included in income is
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uncertain, and there is a danger of running into excess-profit
taxes.
If it be granted that simplification of corporate structures is, in
many cases, advisable, the problem of the means of bringing about
such simplification presents itself. There are at least two main
procedures, with, of course, numerous combinations and com
plications.
The first is to liquidate some subsidiaries. This procedure
brings its own problems as to gains or losses on liquidation. In
some cases I believe it will be found that liquidations can be used
advantageously because losses from the liquidation of some com
panies can be offset by the profits from liquidation of other
companies. One point especially worthy of consideration is
where a loss on liquidation can be taken in full, or nearly so (that
is, not subject to the $2,000 capital loss limitation), because the
loss may be primarily a loss of an account receivable represented
by advances to a subsidiary rather than loss on stock investments.
It is important to consider whether the factor of goodwill has
to be taken into account in any particular case.
The second procedure is along the lines of a merger—either a
merger of several subsidiaries into one subsidiary, a merger of
subsidiaries into the parent company, or perhaps even the parent
company into a subsidiary, or the merger of perhaps both parent
and subsidiaries into a new company, which will be the sole oper
ating company. The variations and problems are numerous and
important.
The effect upon state taxes is an important consideration. In
some cases at least the effect upon New York franchise taxes may
be favorable, especially now that the state has adopted the pro
cedure of excluding intercorporate interest, in many cases, from
expenses. When there are several companies which become
merged so that they operate as a single corporation, it is impor
tant to determine what methods can be adopted for conserving
trade names, where they are important from the goodwill view
point. It is also necessary to determine some procedure for
maintaining inactive corporations to prevent their names from
being taken up by other companies.
The term “good accounting practice” relates to accounts and
methods of accounting which fairly and adequately reflect the
financial position of a concern and its gross and net income.
When expenses are incurred and benefits are received in a given
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accounting period, good accounting practice demands that re
lated liabilities be set up in the same period—as actual liabilities,
if the amounts have been determined definitely, or in the form of
estimated accruals or provisions if the exact amount of the liabil
ity is unknown. Likewise, when items of income arise or are col
lected in one period, and part of the income belongs to another
period, good accounting practice requires that accrued or deferred
accounts be set up so that the first period may not have the
benefit of unrealized income.
Good accounting practice requires that current gross income be
reduced by provisions for contingencies which can be determined
within reasonable limits. This, however, is conservative account
ing as distinguished from legal accounting. When items which
have never been included in gross income or have been charged
off as bad are collected, they are, from a legal and often from a
tax point of view, considered income of the year of realization.
The courts carry this theory to an extreme not warranted by busi
ness practice.
Good accounting practice requires that there be taken up as
accrued income that which is substantially the equivalent of cash.
Accounts and notes receivable due from and recognized by solvent
debtors are deemed to be the equivalent of cash. Only in excep
tional cases would the inclusion of accruals of uncertain or inde
terminate items be sanctioned by good accounting practice.
The definitions of income in the income-tax law and regulations
are strictly limited by decisions of the United States supreme
court. These decisions do not require the payment of tax on
transactions which are not considered the equivalent of cash.
Any treasury regulation which attempts to set aside this theory
is not sound. But this must not be confused with commercial
and accounting procedure.
Possibly the increasing burden of taxation will bring about a
change in this strange acquiescence. I hope so. It may be that
the enumeration of a few desirable changes in business methods
will serve to prevent the payment of excessive taxes.
The denial of the right to carry business losses forward to suc
ceeding years illustrates the unfairness of the existing law. No
one but a congressman would base a tax on a business cycle of one
year. Congressmen are paid by the month. If we don’t look
out, we shall have a new law taxing business profits by the month.
With no carry over and with inevitable losses in some months, the
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tax on the profitable months should yield enough additional
revenue to pay for three more dams or the silly Florida canal.
Seriously, more attention should be paid to the one-year income
account. There are several important items which involve
opinion rather than fact. In the past business men have more
often resolved these matters of opinion in favor of the government
and higher taxes than in favor of conservatism and lower taxes.
Taxpayers should maintain records to identify securities pur
chased at different times and at different prices, so that sales
may be made of identified securities and the maximum tax benefit
may be secured.
The elimination of consolidated returns created many new
problems which were made even more serious by the tax on inter
company dividends, that tax may now be increased. Affiliated
groups will have to watch constantly their intercompany ac
counting methods in order to determine properly the income of
the separate corporations. Taxpayers are entirely justified in
taking every legal means to avoid a situation where some of the
affiliated corporations have losses and others profits, or where
some of the corporations are subject to excess-profits taxes and
others are not.
If the taxes on inter-company dividends are increased, it will
be even more important to eliminate as many subsidiaries as
possible. The problem of eliminating subsidiaries without incur
ring substantial tax liability is in many cases a most difficult one
and in the past year or two has occupied an inordinate amount of
the time of business executives, lawyers and accountants.
State taxes are becoming of increasing importance, and are often
affected by accounting methods. For example, corporations
may be subjected to unnecessary state taxes because they carry
intangibles on their balance-sheets, or because valuation reserves
are shown on the liability side of the balance-sheet instead of
being deducted from the assets.
There are several factors that make the allocation of income and
deductions between periods of the greatest importance. Income
may be subject to excess-profits tax if accounted for in one
period, though it might not be subject to excess-profits tax if
accounted for in another period. The allocation of deductions
may have a similar effect. If a tax is imposed upon undistributed
income the rate of tax may vary greatly between years, depending
on the portion of the income distributed each year.
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A taxpayer handling long-term contracts and keeping its ac
counts on the completed contract basis may find itself subject to
excess-profits tax in the year in which the contracts are completed,
whereas if the accounting were on the percentage-of-completion
basis no excess-profits tax might be payable, or the completed
contract basis might result in losses in some years and profits in
others.
The accrual of all items of taxes and other expenses in the proper
year is important because taxpayers frequently find that they
secure no benefit whatever for a deduction because the treasury
holds that the deduction should have been accrued in an earlier
year and the statute of limitations prevents a refund. The same
principle applies to deductions for worthless securities, bad debts,
plant abandonments, etc. All such losses should be charged off
in the earliest possible year, for the taxpayer’s protection. If a
bad debt is charged off in one year and is held to have been ascer
tained as worthless in a later year, the taxpayer is entitled to the
deduction in the later year. If the bad debt is charged off in one
year and is held to have been ascertained as worthless in an earlier
year the taxpayer does not secure the benefit of the deduction
in any year.
One serious obstacle to a correct determination of taxable
income is the selection of the wrong time of the year to make up
the accounts. In many industries inventories are so much of a
factor that the variation of a rather small percentage in valuation
marks the entire difference between a profit or a loss for the year.
If the inventory is overvalued and a profit is shown, taxes at pres
ent and constantly increasing rates may be ruinous. Even if the
market starts to decline the day after the inventory has been
valued, the over-payment of tax can never be recovered, if a net
loss is incurred in the next year.
Adherence to one fiscal year, when efficiency and economy
clearly require adoption of another, is inconsistent with sound
business management. For every business enterprise there is a
natural business year which should be adopted as its fiscal year.
The natural business year for a particular enterprise is the
period of twelve consecutive months which coincides with the
annual cycle of operations of the enterprise. Generally the nat
ural business year will end when the business activities of the
enterprise are at their lowest point in the annual cycle and when
inventories, receivables and liabilities are reduced to their annual
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minimum. The natural year-end usually occurs just before the
beginning of heavy inventory replenishment in preparation for a
new season. Frequently all of the members of a particular in
dustry are affected in the same way by seasonal conditions which
would make it advantageous for them to adopt a uniform fiscal
year.
Those responsible for the success of business enterprises should
determine what is the natural business year for their industry and
take steps to bring about its adoption by their own concern.
Advantages to Management

Some of the advantages to business management of adoption
of a natural business year are as follows:
Inventories.—Inventories taken at the close of a natural busi
ness year:
(a) Can be taken with least interference with productive
activities.
(b) Can be taken with greater ease since at the end of a
natural business year the quantity of goods on hand
will be lowest and inventory taking will thus be sim
plified.
(c) Involve less expense since members of the office force are
free to assist, thereby eliminating need for temporary
assistants.
(d) Reveal true valuations since market prices are more easily
determined.
Closings and statements.—Clearly books can be more advan
tageously closed on the last day of a natural business year, while
financial statements based thereon are far more informative than
those which reveal conditions in the midst of a period of activities
because:
(a) They reflect the outcome of a complete cycle of opera
tions.
(b) They more accurately show the results achieved by
commodity sales and policies initiated at the begin
ning of the period.
(c) The items in the statements can be more quickly, com
pletely and accurately determined because of the more
efficient inventory-taking and because receivables and
liabilities are at a minimum.
(d) Such statements will show greatest normal liquidity
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attainable and hence serve better for accurate credit
ratings.
Audits.—Since the general adoption of the natural business
year will spread dates of financial statements through every
month of the year instead of crowding them into the first three
months, it is evident that certified public accountants can give
more individual attention to the problems of each client.
Credit determination.—What is true of audits of natural
business-year statements by accountants is equally true of the
analyses thereof made by credit departments of financial institu
tions as well as by the staffs of credit investigating and reporting
agencies. They, too, can produce more accurate data concern
ing those who seek credit for the information of those who grant
it if they can base their decisions on more timely and deliberate
studies of natural-business-year statements which tell correct
rather than badly timed and distorted stories of the conditions
of a business.
Guiding policies.—The experiences of a past fiscal year are the
basis of determination of policies and practices to be followed
during the next fiscal year. Such prudent review and planning
are greatly aided by the use of the natural business year, because:
(a) There is more free time for the purpose.
(b) Inventories, statements, and reports of auditors, being
based on the proper close of a cycle of operations,
make possible statistical data of far greater value to
management than those based on an unnatural or im
proper business year.
(c) Accountants, under less pressure in making audits, will
have better opportunity to serve clients and be helpful
with guiding advice.
(d) The banker with the complete and accurate picture of a
natural business year before him can be more deliber
ate in dealing with credit requests with resulting
benefit to the borrower.
(e) A combination of all these factors facilitates and makes
far sounder the preparation and adoption of a budget
and work program for a new natural business year.

Social Security Promoted
Wide-spread adoption of the natural business year—which will
mean numerous changes from December thirty-first closings and
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statements—will be of particular importance and value to em
ployees of accounting firms, credit departments of financial and
commercial institutions, credit investigating and reporting agen
cies and to the employees of the bookkeeping and accounting
departments of the businesses themselves. They are thousands in
number.
For them the general adoption of the natural business year
will bring relief from feverish activity and long hours of overtime
which now occur during the early months of the year. As a
result their employment and earnings will be more regular and
stable, thereby helping to promote social security and general
welfare.
Concerns which have never given the matter much thought
should now consider the desirability of changing their fiscal years
to correspond with minimum inventories and maximum opportu
nity to close the accounts on a basis which in no circumstances
will permit the overstatement of profits and the consequent over
payment of taxes.
There is rather widespread misunderstanding of the rule “the
lower of cost or market ” as applied to inventory valuations. The
principal reason for»the rule is the anticipation of losses, and, to
some degree, the use of prices which will yield a profit upon
realization.
I am very strongly of the opinion that the word “market”
means the lower of the price at which an article can be repur
chased, replaced or reproduced and the selling price less certain
expenses and (perhaps) allowance for profit. I understand that
many published statements contain a description of inventory
pricing as “lower of cost or market” when, in fact, the inventory
could be replaced for an amount less than the balance-sheet
figure. Some accountants and some business men follow the
theory that as long as the inventory is raw material, the phrase
“lower of cost or market” means the lower of cost or repurchase
price, but that as soon as the inventory is in process or is finished,
the phrase means the lower of cost or selling price less the amount
of certain expenses or allowances. I think it would be a forward
step if there should be general acceptance of the principle that
no item in the inventory should be priced at a figure higher than
the lowest of (a) cost, (b) replacement market or (c) selling
price, less applicable expenses.
When applied to inventories of goods for sale in regular course,
99

The Journal of Accountancy
"market price” usually refers to the replacement cost, assuming
that it would be wise to replace the identical goods in the same
quantities. “Market price” also means the amount of net pro
ceeds which can be readily realized from the sales in regular course.
It is assumed that the entire profit will be credited to the period of
delivery and that the current period will absorb any loss incident
to the “markdown” of actual cost to replacement cost or net
realizable value, but it is not necessary to increase the loss in the
current period so that the succeeding period may show a profit.
The term “net proceeds of sale” implies that all direct selling
and delivering expenses but not general administrative overhead
have been deducted.
In dealing with goods which have declined in value “market
price” need not be a price which will yield the full normal profit.
It is, however, sound and conservative practice to mark down
unmarketable goods to a point at which there will be no possible
loss in a succeeding period.
A definition promulgated by the treasury is almost ideal:
“Under ordinary circumstances and for normal goods in an in
ventory, ‘market’ means the current bid price prevailing at the
date of the inventory for the particular merchandise in the volume
in which usually purchased by the taxpayer.” Art. 22 (c)-4
Reg. 86.
The principle is followed in theory, but in practice the most
vital and controling element in the definition, viz., “in the volume
in which ordinarily purchased,” is ignored. In a seller’s market
large purchases result in an advance in the bid prices; in a buyer’s
market large sales result in a decrease in the bid prices. Most
people who intelligently analyze balance-sheets are interested in
large quantities and in the influence of large quantities on the
market. Fluctuations affect small concerns and large concerns
alike, except when a small concern fills its requirements or sells
its products in a market in which the larger concerns in the same
industry do not participate. These cases are rare, because large
concerns do not stay out of the market very long and small con
cerns can not, as a rule, choose their own times to trade.
In certain industries adoption of the principle of a base price for
so-called permanent stocks has gained some headway in recogni
tion of the fact that a business cycle is not one year. In times of
falling prices or depression, losses are first sustained on the
realization of inventories carried at prices which then appear too
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high. Such losses could be minimized if there were general ac
ceptance of the permanent stock principle. It is hard to con
ceive any basis of accounting which will give an exact measure of
the net income for a period of one year. The permanent-stock
principle would have the virtue of minimizing profits on a rising
market and minimizing losses on a falling market.
In many industries substantially the same result as that con
templated by the permanent-stock principle could be accom
plished by using the “last in, first out” method of costing sales
and inventories instead of the “first in, first out” method. The
advantages of the former method have been studied by the
American Petroleum Institute and numbers of the large oil com
panies are, I understand, now using it.
Some taxpayers may secure a larger aggregate deduction if
plant ledgers are maintained and depreciation is computed on
separate units rather than on a composite basis. Furthermore,
in ordinary circumstances the treasury is not allowing losses on
discarded machinery and equipment where a composite rate of
depreciation is used.
Other items which depend on opinion (as fact is not ascertain
able) are depreciation and obsolescence. It is true that many
concerns claimed and obtained greater allowances for these items
than was justified by subsequent history, and in such cases the
treasury properly required that the rates be adjusted. But in a
vast number of cases at the present time the allowances for depre
ciation and obsolescence are insufficient and should be increased.
Now as never before every item on the asset side of the balancesheet should be scrutinized and if, at the end of the next closing
period, the book value of any asset can not honestly be carried
over to the next fiscal period at such book value, then by all means
write the item down or off. Otherwise you may be paying an
unnecessary tax.
I do not know enough about the operating details of business
to suggest the possibility of decreasing the aggregate of accounts
receivable by more expeditious collections and the reduction in
inventories by more rapid turnovers, and thus make possible the
distribution of enough of the year’s profits to escape a tax on un
distributed profits. I do know that my firm’s comparisons of the
balance-sheets of concerns in each branch of business show that
some collect better than others from the same customers and
that some have less money than others tied up in inventories, in
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relation to the total business done. Everyone knows this to be
true, but many do nothing about it. Before joining in the cry
that the tax on undistributed profits will ruin your business be
cause of inventories, accounts receivable and plant extensions,
check and double check those three items and be sure they cor
respond favorably with your most efficient competitor.
It will annoy you considerably if the tax on undistributed profits
ruins you and does not ruin others in the same business as yourself.

102

Accounting for the Depletion of Oil Lands
By Harvey A. Andruss
Accounting Definition

of

Depletion

Depletion, in its general usage, is the loss resulting from the
exhaustion of natural resources through exploitation. In the
production of oil, this consists of the removal of the physical
content from an underground reservoir to the surface by means of
pumps or natural gas pressure.
Fixed assets as a class are not subject to depletion as often as to
depreciation. In America, assets subject to depletion are known
as “wasting assets” although British nomenclature gives this
term as much wider connotation. Wear, tear and obsolescence
are not factors in depletion. Depletion of oil wells is the reduction
of the amount of the content of the producing property through
the extraction of oil or gas.
In a few cases, depletion and depreciation are computed and
treated in the same manner—as, for instance, the depreciation of
fixed assets situated at a well. When the oil is removed the
machinery and buildings may possess little or no salvage value.
Or the scrap or salvage value may be estimated in terms of the life
of the production. Since the bulk of the mineral and fixed assets
has coterminous life they may be depleted and depreciated at the
same rate. This will be on the basis of the number of barrels of
oil produced as related to the total expected production. The
unit-cost method of computing depletion and the production
method of computing depreciation are similar mathematical
operations.
Since the original theory of depletion was developed and stated
in relation to timber lands and mines the exhaustion of oil lands
presents some modifications of the theory.

Factors Peculiar

to the

Depletion

of

Oil Lands

The physical factors surrounding the oil industry in its extrac
tive or production phase affect the application of the theory of
depletion on account of the following situations:
(1) Difficulty of valuation of an underground liquid asset;
(2) Migratory nature of oil reserves;
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(3) Carrying cost of undeveloped properties;
(4) Uncertainty of discovery of oil;
(5) Uncertainty of estimated production;
(6) Fire loss;
(7) Fluctuations of the market price of crude oil.
The last named situation has been added since the government
threat to control production.
Lack of space does not permit a discussion of the problem of the
valuation of oil lands. Neither is it possible to explain the
different methods of calculating depletion. Both these matters
involve the engineer as much as the accountant. Depletion
deduction for purposes of reporting income tax is another vital
problem which is beyond the compass of this paper.
Nature and Treatment of Depletion

Oil-producing properties, being wasting assets, decrease in
value through the removal of the oil or gas content. This lessen
ing in value, known as depletion, is determined periodically and
charged as an expense or cost of production.
From the point of view of considering the lifting of oil to the
surface under gas pressure or by means of pumps as a manu
facturing process, the application of labor to materials, it would
seem that depletion is a cost of oil in the ground, hence a material
cost. The cost of lifting, or bringing, oil to the surface is a direct
cost (of labor or materials). The combination of the cost of
oil in the ground and the lifting expense represents something
akin to the prime cost of the manufacturer. Operating expenses,
not directly related to bringing oil to the surface, correspond to
manufacturing or factory overhead. Thus it seems that depletion
should be placed in the cost-of-goods-manufactured (or sold)
section of the operating or manufacturing statement rather than
in the expense section where we find depreciation.
Extracting oil from an underground reservoir is, however,
generally treated as an expense in the operating statement in the
period in which the oil is removed, by means of a depletion deduc
tion computed at a more or less constant rate. The amount of
the depletion sustained each period may vary materially. Over
the period of exploitation, the total depletion deductions are
expected to equal the investment of the operator or discoverer.
One fact is paramount. Once oil is discovered the value of
oil reserves bears no relation to the investment of the operator
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or the expenses of the discovery process. The “present value”
of an oil reserve is based on the following principles:
(1) That from each property there will be produced a certain
total quantity of oil;
(2) That in the production of that oil a certain total quantity
of money will be expended;
(3) That a certain total amount of money will be received
from the sale of such oil;
(4) That the total net receipts will be the total gross receipts
less the costs of development and production;
(5) That the present value of the net receipts must be such
an amount that when invested by the purchaser it will
be returned with a certain rate (from 6% to 8%) of
interest additional during the life of the property.
If the present value computed by the engineer is greatly in
excess of the cost (the investment of the discoverer) value, the
difference may be treated as appreciation.
It should be remembered that the declaration of dividends in
corporations exploiting natural resources is not limited to the
earnings of the concern as shown in the free and earned surplus
account.

Three Questions Affecting Depletion Procedure

Although there are many questions which may be raised
regarding depletion and its ramifications, these three questions
are more or less fundamental:
(1) Shall the property account be carried on the books at
cost or present value?
(2) How shall the depletion sustained be recorded on the
books each period?
(3) How shall property, depletion sustained and depletion
reserve accounts be depicted on the financial state
ments?
The last question pertains to the introduction of appreciated
values into the property account, the treatment of the depletion
sustained account in the operating statement, and the depletion re
serve and surplus from appreciation accounts on the balance-sheet.
Methods

of

Recording Appreciation

The depletion of an asset carried on the books at cost value is
fairly simple; but, when wasting assets have been appraised and
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entered on the books at an appreciated value a modification of
general accounting theory is necessary.
When a building or plot of land is written up on the books for
some reason the possibility of anticipating profits and declaring
dividends out of capital is to be avoided. The fixed assets of the
average business are intended for use and not for sale, but oil wells
are fixed in the sense that there are equities in the surface or
mineral rights which give the exploiter the right to remove the
contents in the ordinary course of business.
The declaration of dividends out of capital is not a problem to
the board of directors in the sense that they are not allowed by law
to dissipate the original investment of the stockholders.
Most corporations expecting to continue the production of oil
after the exhaustion of present holdings, restrict dividend declara
tion to earnings. If values greatly in excess of the costs of dis
covery are to be maintained as part of the invested capital,
appreciated values must be reflected on the books. Otherwise,
depletion sustained on cost having been provided, the profits will
be unusually large and in turn will result in the declaration of
liberal dividends. At the end of the period of exploitation, the
depletion reserve will contain an amount equal to the cost of
discovering the property; while assets have been used to pay the
liberal dividends without considering the depletion on the appre
ciated value. Since dividends may be declared from profits,
capital or appreciation (when realized) the records should be kept
so as to indicate clearly the source of the payments to stock
holders.
An oil property estimated to produce 2,000,000 barrels cost
$700,000 to discover and put under pump. If the present value
according to the appraisers is $1,200,000, appreciation to the
amount of $500,000 may be recorded in one of the three following
ways:
Method 1
Producing properties.......................................................
Surplus from appreciation..........................................
To record the appreciation and add it to the cost value
of $700,000 to increase the value of producing properties
to $1,200,000.

$500,000
$500,000

Although the merging of cost and appreciated values is criti
cized by some accountants, this method is a recognized application
of accounting theory.
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Method 2
Appreciation of producing properties............................
Reserve for appreciation.............................................
To record the appreciation in a separate account and set
up a contra reserve account.

$500,000
$500,000

At all future times these two accounts will equal and will be
subtracted from one another on the balance-sheet so as to carry
the properties at cost. However, depletion is sustained on the
appreciated value of $1,200,000.
Method 3
Appreciation of producing properties.............................
Unrealized surplus from appreciation........................
To record the appreciation in an account separate from
the cost and at the same time credit a special capital sur
plus account so as to make the appreciation unavailable
for dividends.

$500,000
$500,000

Methods 2 and 3 are used in the oil industry while method 1 is
suggested for use in other situations.
Under method 1 the reserve account is expected to equal the
amount of the original cost before any transfer is made from the
surplus-from-appreciation account to the surplus-available-fordividends account. Reduced to simple terms, this method
consists of having all wells pay their cost by calculating depletion
on a basis higher than cost (appreciated or present value), after
which all income, having absorbed depletion and operating ex
penses, remaining is the operating profit. Then transfers are
made from the surplus-appreciation account to the surplus
account.
The merging of the cost and the appreciation elements in the
same account and the penalizing of the early years of production
are the chief reasons for the inability to apply method 1 to the
oil industry.

Recording Depletion Sustained (Expense or Cost)
The following entries are based on a yearly production of
650,000 barrels from an estimated reserve of 2,000,000 barrels
which cost $700,000 to drill and discover and is now valued at
$1,200,000 on the books:
Depletion sustained (expense or cost)...........................
Reserve for depletion..................................................
To record depletion on the appreciated value @ 60¢ for
650,000 barrels of oil produced.
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The unit-cost method of calculating depletion provides for the
division of the cost (or appreciated) value by the number of
barrels of expected production, which is $1,200,000 divided by
2,000,000 barrels, giving a value per barrel in the ground of $.60.
Each period the number of barrels removed is multiplied by the
unit value per barrel. The depletion sustained is $390,000, found
by multiplying 650,000 barrels by $.60. In effect this means that
each barrel removed represents $.35 on the basis of the cost and
$.25 on the amount of the appreciation. In other words, the
depletion sustained on cost is $227,500 and $162,500 on apprecia
tion, which when added give $390,000.
The depletion sustained on cost should be separated from the
depletion sustained on appreciation in the schedules and the
records should be kept to permit the making of statements which
will clearly show both.
A statement of earnings which follows shows the treatment of
depletion sustained as a cost of oil in the ground. It is based on
the above entry, using $390,000 as the amount of loss sustained.
Statement of earnings (depletion based on appreciated value)
Earnings:
Sales of oil during the period................................
Value of oil sold:
Crude-oil stock, Jan. 1, 1936................................
Depletion sustained:
650,000 barrels @ 35¢ (cost).......... $227,500
650,000 barrels @ 25¢ (apprec.)....
162,500

$1,500,000

$575,000

Present value of oil taken from ground..............

390,000

Value of oil available for sale..........................
Crude-oil stock, Dec. 31,1936...................................

$965,000
600,000

Value of oil sold.................................................

365,000

Gross profit from operations.........................

$1,135,000

Expenses:
Development expenses..........................................
$500,000
Lease operating and lifting expenses........................
100,000
Other expenses...........................................................
150,000

Total expenses....................................................

750,000

Surplus net profit...........................................

$ 385,000
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Development expenses are the largest item of expense on the
above statement. The outlay necessary to discover, drill and
develop new properties is conservatively handled by this method.
However, if discovery of oil is not the vital problem, the drilling
and development of new wells may be debited to the work-in
progress account. This subdivision of the property account is
the account to which all expenditures are entered up to the time
the well is put under pump or in production. Corporations vary
in their attitude toward handling this important item. Whether
the expenditures are expenses or assets depends primarily on
whether the well is a producer or a “dry hole.”
If the depletion sustained were computed on the basis of cost,
the surplus net profit would be greater by $162,500, the amount of
the depletion on appreciation. This would make the surplus net
profit $547,500 ($162,500 plus $385,000). Greater dividends may
be declared, but no provision is made for the maintenance of the
amount of the appreciation as a fixed asset of the business if the
board of directors so desires. If a corporation does not expect
to continue the production of oil beyond the exploitation of pres
ent properties, the declaration of dividends based on earnings of
$547,500 is not only legally permissible but desirable. On the
other hand, stockholders should clearly understand that only the
cost of discovering, drilling and developing to the time of pumping
is being maintained in the depletion reserve account. None of
the difference between cost and present value is being plowed back
into the business.
Under method 1, the sections of the balance-sheet are:
Fixed assets:
Producing properties (cost and appreciation)........ $1,200,000
Less—reserve for depletion.................................
390,000
Book value of properties.................................
Other fixed assets (net)...........................................

810,000
380,000

Total fixed assets.........................................

$1,190,000

Other assets...................................................................

1,700,000

Total assets........................................................

$2,890,000
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Net worth:
Capital stock outstanding...................................
$1,500,000
Surplus:
Appreciation of properties............................... $ 500,000
Net profit for 1936................................................
385,000

Total surplus....................................................

885,000

Total net worth............................................
Liabilities.....................................................................

$2,385,000
505,000

Total net worth and liabilities........................

$2,890,000

The contra account for surplus from appreciation is a debit
to the producing properties account. No transfers may be made
to surplus available for dividends until the depletion reserve is
equal to the cost of the property. This conservative rule applies
to corporations which can not declare dividends out of capital or
are likely to anticipate profits before they are realized. However,
it is not used widely in the oil business.
Under method 2, where appreciation is reflected in a separate
property-appreciation account by crediting a reserve for appreci
ation account as follows:
Depletion sustained (cost or expense).........................
Reserve for depletion (cost).....................................
Property appreciation...............................................
To record the depletion sustained on 650,000 barrels of
oil @ 60¢.

$390,000

$ 227,500
162,500

An amount equal to the depletion sustained on the appreciated
value is considered realized and the following entry is made:
Reserve for appreciation...............................................
Surplus (available for dividends).............................
To transfer the realized portion of the appreciation
from the reserve-for-appreciation account to surplus.

$162,500

$ 162,500

Under method 2, the sections of the balance-sheet are:
Fixed assets:
Producing properties (cost)................................... $700,000
Less—reserve for depletion......................................
227,500 $ 472,500
Appreciation of producing properties.......................
Less—reserve for appreciation.................................

$327,500
327,500

Other fixed assets (net).............................................

380,000

Total fixed assets...............................................

$ 852,500
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Other assets.....................................................................

$1,700,000

Total assets........................................................

$2,552,500

Net worth:
Capital stock outstanding.....................................
$1,500,000
Surplus:
Net profit from 1936.......................................... $385,000
Realized appreciation transferred from reservefor-appreciation account................................
162,500
547,500
Liabilities.......................................................................

$2,047,500
505,000

Total net worth and liabilities..........................

$2,552,500

Stating producing properties at cost from which a reserve for
depletion, computed on appreciated value, is subtracted, is the
core of the procedure under method 2. The appreciation account
is credited away bit by bit to the amount of the depletion sus
tained on the amount of the appreciation. The total asset
figures are never affected, since the reserve-for-appreciation
account offsets the appreciation. It is not quite clear whether
the reserve for appreciation is an operating reserve, a valuation
reserve, a true or surplus reserve or a kind of a suspense account.
Two considerations are important to consider in method 2:
(a) The amount of the appreciation is not shown on the state
ments after the first periodic adjustment is made; and
(b) The husbanding of past gains so as to continue is not en
couraged since the method of reflecting the realization
of appreciation leaves the stockholder in doubt whether
he is receiving a liquidating dividend, a dividend de
clared from profits or a division of the appreciated
values.
The comparative amounts of the cost value and the apprecia
tion of the wasting assets is of paramount importance. These
figures should be available on the balance-sheet as long as the
properties are being exploited.
Under method 3, possibly the most widely used of appreciation
procedures, the entries at the end of the accounting period are:
Depletion sustained (cost or expense)............................... $390,000
Reserve for depletion (cost)...........................................
$227,500
Reserve for depletion (appreciation).............................
162,500
To record the depletion on 650,000 barrels of oil @
¢a
35
barrel on cost and @ 25¢ a barrel on the appreciated value.
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Unrealized surplus from appreciation................................ $162,500
Surplus (available for dividends)...................................
$162,500
To transfer the realized portion of the appreciation to
earned surplus.

The full effect of method 3 is shown in the condensed balancesheet of the Green River Oil Company. The same basic facts
and figures are used as for previous illustrations.
Realizing Appreciation

Some accountants feel that appreciation, the increase in value
in fixed assets due to factors other than operation of a business,
can only be realized through the sale of assets. This ultra
conservative point of view does not permit the reflection of other
than cost values in the fixed-asset accounts.
Another conservative treatment writes up the fixed-asset
account to the appraised value and credits a special capital-surplus
account. This reflects the present value of the asset on the books
and at the same time avoids anticipating profits from sale and
making them available for the declaration of dividends. When
the property is sold the profit, or the appreciation, is realized by
receiving more than the cost value in cash. The appreciation
thus realized is available for dividend purposes.
Every time a barrel of oil is brought to the surface, a part of the
producing properties is sold. When land, buildings and machin
ery are sold the transaction takes place in its entirety at one time.
Appreciation of oil properties is realized by the actual physical
diminution of the physical content of the well over the life of
production. Wasting assets diminish measurably each day, while
the other fixed assets decrease in value with relation to their life or
resale, scrap or salvage value.
Fixed assets and wasting assets are only superficially alike.
Depreciation and depletion are losses, expense or costs depending
on the point of view of the accountant. At least all agree that
they are deductions from the gross earnings or profit. Deprecia
tion is the lessening in value of fixed assets due to use and other
factors, while depletion is the lessening in value due to removal of
a part of the asset which is sold. Valuation reserves may be set
up for fixed assets subject to depreciation and wasting assets
subject to depletion. These reserves chargeable against opera
tions serve to reflect a book value of fixed assets during their use
or exploitation and to encourage the replacement of similar
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property when present assets no longer exist in usable quantity or
form.
Another recognized practice writes the fixed asset up to the
appraised value and credits the difference between the cost and
present value to a capital surplus appropriately named to reveal its
origin and nature. With each provision for depreciation on the
appraised value, a transfer is made to the surplus (available for
dividends) account from the special capital-surplus account.
This realizes the appreciation through charging depreciation
against the earnings for the increased value. If earnings are not
sufficient to bear this increased deduction any time in the future
or the appreciation can not be realized at the time of the sale
of the property, the directors may find that they have been
declaring dividends when profits were not available. This
situation has no legal significance for directors of an oil com
pany, hence this is not a valid objection to exploiting natural
resources.
Depletion and depreciation are not subject to identical ac
counting procedures in treating the realization of appreciated
values.
Condensed balance-sheet of the Green River Oil Company
at December 31, 1936
(Reflecting appreciated values as outlined in method 3)

Assets
Current assets...................................................................................

$1,500,000

Fixed assets:
Producing properties (cost)................ $700,000
Reserve for depletion (cost)..................
227,500 $ 462,500
Appreciation of producing properties... $500,000
Res. for depletion (apprec.)................... 162,500
337,500
Book value of property....................................... $ 810,000
Other fixed assets.................................... $400,000
Less—reserve for depreciation..............
20,000
380,000

Total book value of fixed assets....................

1,190,000

Deferred charges..........................................................

200,000

Total assets.......................................................

$2,890,000
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Liabilities
$ 505,000
Current liabilities....................................... .............
Net worth:
Capital stock........................................... ............. $1,500,000
Surplus:
Appreciation of prod. prop................. $337,500
Earnings of 1936 ............... $385,000
Realized appreciation........
162,500 547,500
Total surplus................................... .............

885,000

Total net worth........................... .............

$2,385,000

Total liabilities and net worth........... .............

$2,890,000

The results of methods 2 and 3 are the same with respect to
surplus available for dividends but vary with regard to the
manner of reflecting appreciation and its related depletion reserve
on the balance-sheet.

Misconceptions of Depletion Procedure
Although mines and timber tracts are physically different from
oil lands, thus causing some modifications of the accounting theory
of depletion, it does not follow that basic principles can be
changed. Depreciation and depletion are not identical, but these
phases of the lessening in value of fixed assets due to different
causes does not mean that the valuation reserve may not be used,
or, if used, is radically changed in nature.
Along with the common misconception that one capital-surplus
account may be used to record all increase in book values, no
matter from what cause or source, is the practice of declaring divi
dends out of the depletion reserve. This arises from a misguided
idea of valuation-reserve accounts. They should not be confused
with surplus or true reserves. In effect, the charging of a divi
dend to the reserve-for-depletion account is the same as declaring
a dividend out of capital. Although legally permissible it mis
leads the stockholders unless it is clearly labeled as a “liquidating
dividend” or a return of the capital investment.
Suppose the following balance-sheet is made before the divi
dends are declared:
Assets..................................................................... $100,000
Less—depletion reserve........................................
20,000

$ 80,000
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Capital stock.......................................................... $ 80,000
Surplus...................................................................
(none)
$ 80,000

The management finding it has no earned surplus, may declare
the following dividend:
Reserve for depletion.............................................................. $10,000
$10,000
Dividends payable..............................................................
To declare a dividend from the depletion reserve.

Justification is based on the argument that had no depletion
reserve been set up there would now be $20,000 in the surplus
account representing the profits of the past not considering de
pletion. The results of such a policy appear after the dividend
declaration is put on the balance-sheet as follows:
Assets...................................................................... $100,000
Less—depletion reserve........................................
10,000
$ 90,000

Dividends payable................................................. $ 10,000
Capital stock..........................................................
80,000
Surplus...................................................................
(none)
$ 90,000

By decreasing the depletion-reserve account $10,000 to incur a
liability to stockholders, the values of the assets are overstated a
corresponding amount. The payment of the dividend is made:
Dividends payable.................................................................. $10,000
Assets............................................................................
$10,000
Liquidating dividend paid out of assets or capital of the corporation.

The resulting balance-sheet is as follows:
Assets....................................................................... $90,000
Less—depletion reserve..........................................
10,000
$80,000

Capital stock............................................................ $80,000
Surplus..................................................................... (none)
$80,000
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Such irregular accounting procedures as declaring dividends
out of a valuation reserve were fostered by the early revenue acts,
especially those of 1921 and 1924. The treatment of depletion in
the records of the corporation was primarily concerned with re
ceiving the largest possible deduction so as to pay the lowest
possible income tax.
The income-tax laws have done much to hinder the develop
ment of sound accounting principles relating to the depletion of
oil lands. However, it is to be remembered that the allowance
of depreciation and depletion deductions for purpose of computing
the income tax has done a great deal to introduce these items as
expenses on the statement of profit and loss. Once allowed, the
income-tax laws frequently violated accounting practices in the
name of simplifying the calculation of the depletion deductions.
The section relating to depletion of oil lands was first incor
porated in the revenue act of 1926 and reads as follows:
“ In case of oil and gas wells the allowance for depletion shall be
27½ per centum of the gross income. Such allowance shall not
exceed 50 per centum of the net income of the taxpayer (computed
without allowance for depletion) from the property, except in no
case shall the depletion allowance be less than it would be if com
puted without reference to this paragraph.”

Concisely stated, the depletion allowance for income-tax purposes
is 27½% of the gross income, not to exceed 50% of the net
income, except where the depletion on cost would exceed that
figure. In that case depletion on cost would be the allowable
deduction.
The question to be answered is: Why is 27½% of the gross
income not 25% or 30%? Why compute depletion as a fixed
percentage of the gross income? Is depletion based on property
values or income from property?
This arbitrary income-tax point of view is the result of the
difficulties found by income-tax auditors in trying to arrive at
reasonable depletion allowance when there are so many book
methods of handling appreciation, depletion reserves and realized
appreciation on the records of the oil producers.
The Advantages of Method 3 in Recording and Reporting
Depletion

By way of summary, although advantages and disadvan
tages of all three methods have been pointed out during this
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discussion, let us consider the following advantages found under
method 3:

(1) It presents a true picture to the reader of the balancesheet in an industry where the amount spent to dis
cover, drill and develop oil lands is in no wise related
to the production or lack of it (as in the case of a
“dry hole”).;
(2) The nature of dividends declared is apparent to the
stockholder. Dividends from profits, from capital
invested or from realized appreciation are clearly set
forth;
(3) It provides for the consolidation of gains through the
appreciation of property values based on an appraisal,
so that the difference between cost and discovery or
present value may become a part of the capital invest
ment if the board of directors decide not to declare
dividends from this source;
(4) Financing requires all the facts for the issuance of more
stock or bonds—thus appreciation based on an ap
praisal gives the picture required for this operation.
Although general accounting theory discourages the placing of
both cost and appreciated values on the records of a corporation as
such a practice is apt to lead to misinformation and unsound divi
dend policies, method 3 clearly divides the cost and the appreci
ated values of the fixed-asset accounts, separates the depletion
reserves from one another and draws a sharp line of distinction
between surplus from appreciation and surplus available for
dividends.
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“Translation” of Foreign Currencies
By Edwin F. Chinlund
A few years ago consolidated reports, embodying the operations
of foreign subsidiaries, used to be published with little or no men
tion of how the problems of foreign exchange had been handled.
But those problems have grown in importance, and both public
demand and legal requirements now make it necessary to specify
the basis on which the dollar figures have been determined. The
need for such explanation is comparatively new, and accountants
have not yet had time to study the words available, so as to unite
on a uniform terminology.
In the explanations accompanying financial reports that involve
transactions in foreign countries or include foreign subsidiaries in
a consolidated statement, a wide variety of terms is now in use.
In the annual reports of only a few leading companies the follow
ing terms were found:
Converted in terms of dollars at (specified rates of exchange)
Converted at................................ (
“
“ “
“
)
Stated at...................................... (
“
“ “
“
)
Stated on the basis of................. (
“
“ “
"
)
Valued at...................................... (
“
“ “
“
)
Based upon.................................. (
“
“ “
“
)
Computed at................................ (
“
“ “
“
)
Carried in this report at.............(
“
“ “
“
)
Reduced to U. S. currency at... (
“
“ “
“
)

Of these terms, the most frequent was “converted at”; in fact
it was used in about half the reports examined. It has also been
used by the securities and exchange commission in defining the in
formation to be furnished in an application for an issue of securi
ties. And yet this term is subject to misunderstanding because
the use of the same word in a very different sense is already well
established.
Everyone is familiar with the expression “converting other as
sets into cash.” It does not mean “expressing them in terms of
equivalent cash values.” It means disposing of the other assets
and acquiring cash, an actual change in the nature of the assets,
and not a mere manner of expressing values. Consequently if
one says: “The current assets of foreign subsidiaries have been
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converted into dollars at current rates of exchange,” an ambiguity
arises. What is the difference between converting them into
dollars and converting them into cash? The word “converted”
implies a change in the facts, and not merely a new presentation
of the same facts. I think this is true of all the well established
uses of the word “converted.” Even when applied to a pagan,
the word strongly indicates that he has ceased to be a pagan, and
has become something else.
There is an implied admission of this ambiguity in numerous
annual reports that go to the pains of substituting the words “in
terms of, ” for the word “into,” so as to say “converted in terms
of U. S. dollars at” specified rates of exchange. Although this
improves the clarity, it introduces a certain awkwardness due to
the use of so many words.
The use of a word that may sometimes be ambiguous, that may
sometimes to some people convey a wrong impression, is, of
course, a blemish in any accounting report; particularly so, if
there exists any alternative expression whereby the thought can
be expressed exactly. I have used “converted, ” but, having had
my attention drawn to the possible ambiguity, I recognize that
some better substitute should be found. Now is the time to find
it, and to urge its adoption, for the terminology is still in a state of
flux. Usage has not yet crystallized. There is still the chance,
by raising the question among accountants, to avoid having it
crystallize on a term subject to such ambiguity.
As mentioned above, “converted” was the term most fre
quently used in the reports I have examined. The second in
popularity was the term “stated at,” or “stated on the basis of.”
For example: “The current assets of foreign subsidiaries have been
stated on the basis of current rates of exchange.” In this asser
tion there is no ambiguity. There is no implication that any
change has occurred in the nature of the assets themselves. The
word fits exactly. But there are other examples where it fails to
fit.
If the rate of exchange at the date of the acquisition of a foreign
subsidiary were used for the plant account as of that date, and if
subsequent construction each year had been added at the average
rate for the year, one can not use the word “stated” in explana
tions attached to the balance-sheet, because only the balance is
stated. One can not say that that portion of the plant account,
which was accumulated prior to the date of acquisition, has been
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“stated at” the exchange rates of that date, for it has not been
“stated” at all. The same objection would hold against the
term “expressed in dollars at,” or any other similar expression.
The expression “valued at” carries an implication of appraisal,
which makes its use undesirable. “Based upon” has the draw
back that it is not sufficiently concise and flexible. It fits certain
sentence forms, but not others. One can discuss the “conversion
of foreign currencies” or their “translation,” but just how would
one twist the sentence to express the same thought with “based
upon”? “Computed at,” “carried in this report at,” and “re
duced to U. S. currency at” are all subject to the same objection.
They may fit one form of sentence, but not another. We need a
verb and its cognate noun, which will easily and naturally fit any
form of sentence and any turn of thought on this subject.
It seems to me that in “translated” and “translation ” we have
available exactly the words we need. They carry no implication
of changing the facts, but only presenting them in a different lan
guage. Because Americans do not think in terms of pesos,
pounds, and francs, we need to have them translated into the lan
guage of dollars. When we receive a foreign balance-sheet, we
“translate” the foreign words into the kind we use, and the
operation which we perform on the foreign currency figures is
analogous. We “translate” them into the currency in which we
are accustomed to think.
“Translate” has the advantage of being an old word that every
body understands. Nor is its application to foreign exchange a
new one. Despite its rarity in recent corporation reports, it has
long been used for the purpose by many people, and when used
has always been correctly understood. When applied to foreign
exchange, “translate” fits, and all implicationsand connotations
that have grown up around it, fit also. It is true that its Latin
derivation makes it still possible to use it in the sense of “trans
port,” but that use is so rare now, so archaic, that it will not con
fuse anyone. The first, and usually the only, meaning that the
word suggests is exactly the meaning we want.
With this pair of words available, adapted for use in any and
every grammatical construction, carrying no inappropriate or
ambiguous implications, but offering a terse expression of the
exact meaning, it would seem that merely bringing them to the
attention of the accounting profession should be sufficient to
ensure their adoption. Of course the quest for perfect terminol
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ogy is not ended, if anyone can suggest words still more suitable
for the purpose. But unless such suggestion is forthcoming, it
is my hope in writing this article to promote the general adoption
by accountants of the word “translate” in reference to the “trans
lation ” of foreign currencies.
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Valuation of Inventories
[The following important report by the special committee on inventories
is published here by special permission of the executive committee of the
American Institute of Accountants.—Editor.]

American Institute of Accountants
SPECIAL COMMITTEE ON INVENTORIES

At the time of the appointment in July, 1933, of the special
committee on inventories, the president of the Institute assigned
to it the task of collaborating with the sub-committee on inven
tory valuations of the American Petroleum Institute’s committee
on uniform methods of oil accounting in the efforts of that body
to bring about a desirable degree of uniformity in the valuation
of oil companies’ inventories. We present herewith our report
on the committee’s work in the carrying out of that assignment.
While the principle of “cost or market, whichever is lower”
may be said to have had a theoretical recognition in the petroleum
industry as a broadly guiding theory, in actual practice there
have been divergencies of considerable extent in the application
of the general principle. To a large degree this situation seems to
have been due to very appreciable fluctuations in the market
values of crude oil and the products refined therefrom, which
engendered problems affecting both the balance-sheet and the
income account in an important degree because of the relatively
dominant position of the inventories as regards both of these
financial statements in the case of oil companies.
The scope of our joint deliberations with the sub-committee
mentioned did not include the discussion of the details of cost or of
cost computations, either in respect of the production costs of
crude oil or the manufacturing costs of products, but was re
stricted to the consideration of cost and market valuations as
constituting the factors of inventory valuations. Accordingly
we have not undertaken herein to discuss the practice of
valuing crude oil produced at the posted field price at date of
lifting, in lieu of its computed cost—a practice which may involve
an anticipation of profit (where not covered in the elimination of
intercompany or interdepartmental profit); nor have we consid
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ered the varying treatments in the accounts of such cost factors
as lease rentals, renewals and abandonments, and dry holes.
In the course of our initial joint deliberations with the American
Petroleum Institute’s sub-committee on inventory valuations, it
became apparent that, while the members of that sub-committee
agreed as to the desirability of a common plan (with a majority
preference in the sub-committee for the “last in, first out” basis),
divergencies of views and viewpoints on the subject under discus
sion existing among the member companies of the American Petro
leum Institute, as reflected by the members of that body’s sub
committee, indicated the desirability of their making further
efforts within their own group to arrive at a general consensus of
opinion, in order that our committee’s approach to the subject
might be from the standpoint of dealing with a matter that we
could view as being in the realm of an industrial practice, either
existent or proposed. As a result, the sub-committee mentioned
and its parent committee, after further consideration on their
part, laid the matter before the board of directors of the American
Petroleum Institute, which passed the following resolution on
November 12, 1934:

“Resolved: That the uniform method of valuing petroleum
inventories called the ‘last in, first out’ system, as presented by
the committee on uniform methods of oil accounting is hereby
accepted and recommended for adoption for the calendar year
1934 or as soon thereafter as practicable, as a method of valuing
petroleum inventories, to be used in conjunction with the general
form of balance-sheet and text as approved December 9, 1926,
as a system for keeping books and accounts and for making the
report for all those engaged in the oil industry, it being understood
this uniform method of valuing petroleum inventories, as well as
the balance-sheet and text, is subject to such changes and improve
ments from time to time as the committee may deem necessary
after approval by the board of directors.”
As a brief explanation of the method of inventory valuation
thus recommended in the foregoing resolution, the American
Petroleum Institute’s committee on uniform methods of oil
accounting has promulgated the following:

“1. Current costs against current sales: Current costs of crude oil
and products should be charged against current sales as long as
inventory quantities remain approximately unchanged, or sales
are about equivalent to new acquisitions (production and
purchases).
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“2. Crude oil: In the costing of crude oil stock (inventory),
current production and current purchases should be the first
applied to current cost of sales and current operations. Wherever
practicable, the various grades of crude oil handled by the
company may be classified or grouped into a minimum number of
‘grades.’ ‘Grades’ of crude oil mean a major grouping of crude
oils such as used in reporting to the petroleum administrative
board (oil code authority). This method should be applied to
stocks in the field, storage, transit, at refineries, and all other
points, as far as it is practicable for the company to do so.
“3. Products: In the costing of product inventories, current
purchases and current production should be the first applied to
current cost of sales and current operations. This method should
be applied to stocks at refineries, bulk terminals, in transit, and
at all other points, as far as it is practicable for the company to
do so.
“The various kinds or brands of oil products handled by the
company may be classified or grouped into a minimum number of
‘products.’ The term ‘products’ means a combination of a
number of individual brands or kinds of finished or unfinished
oils. Examples of ‘ products ’ are: kerosene (refined oil), gasoline
(naphthas), lubricating oils, motor oils, gas oils, fuel oils, waxes,
asphalts, coke, etc. No definite recommendation is made as to
the number of products each company should carry as a separate
item on the inventory. However, it is suggested that it be the
smallest number feasible to obtain full advantage of the equalizing
effect of the ‘last in, first out’ inventory plan.
“4. Cost or market: In starting the ‘last in, first out’ inventory
plan, the prices should be set at a conservative or reasonable
figure. In the future, inventory prices should not be reduced to
market prices, when lower than the regular inventory value.
Where the market value of the inventory is less than that carried
in the balance-sheet, such condition should be shown in parenthe
ses or as a footnote in such manner that the approximate differ
ence can be ascertained, either in dollars or percentage.
“5. Transportation: In ascertaining the inventory value, all
transportation should be taken at full tariff or market rates.
Obviously, where a company has had a reserve for the elimination
of intercompany profits in inventory, such reserve will remain
practically constant under this method of valuing inventory, so
long as the quantity of inventory on hand remains about the
same.”
The petroleum industry belongs to that industrial group in
which price changes in the raw material commodity exert, prac
tically, a simultaneous and corresponding effect on the product
commodities. Where this is the case, the effective profit margin,
as conceived by sales and other operating officials, very frequently
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is taken to reflect the spread between current sales prices on the
one hand and the reproductive or replacement cost of the related
raw materials rather than inventory costs, on the other. The
disparity between this concept of the profit margin and that re
sulting from the application of the inventory costs is, of course,
accentuated if the raw material commodity prices experience
frequent and relatively substantial fluctuations, as has been the
case in the petroleum industry. Thus, while over a long period,
such as a complete economic cycle, profits would aggregate sub
stantially the same total by whichever method computed, the
divergencies in results shown for any one year or shorter fiscal
period might be considerable.
This characteristic of quick communication of price changes as
between raw material commodities and the derivative products is
not, of course, peculiar to the petroleum industry alone; but at
least in certain of the other industries similarly affected—the
cotton textile and grain milling industries, for example—a means
of “price protection” or “profit insurance” is afforded by the
futures traded in in those markets. Where such a means exists,
management by availing itself thereof, is enabled to correlate its
buying and selling prices, so as to effectuate this concept of the
profit margin in the stated earnings.
The principle of “cost or market, whichever is lower,” which
constitutes the present-day generally followed method of inven
tory valuation, is one of long standing, coming to us from the days
of less complex business relations and situations than those of
today. In those earlier days, the balance-sheet was accorded
much more attention, as compared with the income account, than
is the case today, and accounting practices naturally reflected this
viewpoint. To value inventories at cost was, of course, the
logical thing to do; to take cognizance of a declining market was
equally logical and properly conservative. The question of what
constituted “cost,” however, in the earlier days of simple business
relations did not give rise to the involved considerations called
for by present-day business complexities; and because of the much
greater emphasis laid on the balance-sheet, the effect upon income
of the diverse views which are possible in regard to cost compu
tations seem not to have stimulated great interest in those
earlier days.
The actual, identifiable cost of the articles inventoried would, of
course, be more readily determinable in a simpler business struc
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ture; where, however, such “identifiable” costs were not at hand,
resort to an arbitrary allocation was unavoidable. While the
solution ordinarily has been to regard the first goods in as the first
out (doubtless reflecting the general mercantile maxim of moving
the oldest goods out of stock, wherever possible, before touching
newer goods), other allocations have also been used. Generally
speaking, we may view the means adopted as classifiable into
three categories, viz.:
The first in, first out basis.
The last in, first out basis.
The basis of cumulatively averaged costs.
In times of rising prices, the inventories valued on the basis of
“first in, first out” would tend to aggregate a larger valuation
than if the basis of “last in, first out” were used; conversely, in
times of falling prices, the inventories valued on the basis of “first
in, first out ” would tend to aggregate a lower valuation than if the
basis of “last in, first out” were used. Cumulatively averaged
costs would occupy the middle ground between the first two
named. These observations, of course, have to do with the con
sideration of cost without the periodic interjection of market
value adjustments. From the foregoing generalizations it ap
pears that, in times of price inflationary movements, both the
second and third “cost hypotheses” will lead to more conserva
tively presented operating results than the first named—a fact
which may very understandably recommend them to the con
sideration of prudent management. Their effect upon the income
account is a closer correlation of current sales prices and current
purchase costs than that produced by the “first in, first out”
method.
The matter at issue between the “first in, first out” method on
the one hand and the “last in, first out” method (as well as the socalled “basic” or “base stock” method) on the other may be ex
pressed in the form of a query, viz.: Should “cost of sales” be re
garded as meaning “previously inventoried costs,” or may it
mean “current reproduction costs”? To illustrate the divergent
results, an example may be adduced, in which a single unit is em
ployed for the sake of clarity. A wagon maker has a wagon in
stock which cost him $50.00 the selling price of which is $65.00—
to yield him his desired profit of $15.00 per wagon. Before he
sells the wagon, he learns from the concern supplying him with his
materials of a price increase, the result of which is to make the
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reproduction cost of his wagon $60.00. By reason of this knowl
edge the wagon maker “marks up” his wagon to $75.00, at which
figure he sells it for cash and builds a new wagon costing him
$60.00. The net change resulting from the whole transaction is
that his till shows $15.00 more cash than he had before.
Now, the advocate of “reproduction cost of sales” says to the
wagon maker:
“The profit you made is $15.00; and the proper inventory price
for the present wagon you have in stock is $50.00. That is the
number of dollars of your capital invested in your stock in trade;
the only change that you have effectively realized in that invest
ment is the substitution for one wagon of another wagon exactly
like it—the same wagon in fact except only as regards physical
identity.”

On the other hand, the advocate of “first in, first out” says to
the wagon maker:

“Your profit is $25.00, although you may have only $15.00
more in cash to show for it. The other $10.00 is contained in the
increased cost and value of the new wagon, $60.00 as against the
old one at $50.00. You must not fail to recognize and to give
effect to the price level change.”

Considering the other side of the problem, let us assume that
after the above transaction the price level reverted to its original
status, thus consummating the economic cycle; accordingly, the
wagon at present in stock, which actually had cost $60.00 to build
(but was inventoried at either $50.00 or $60.00 according to the
procedure followed) is sold for $65.00, and replaced in stock by
one which cost $50.00 to build. Now under either procedure, the
latest wagon will be inventoried at $50.00. The profit on the
second transaction, however, will have been $15.00, according to
the “reproduction cost of sales” advocate, or $5.00 according to
the “first in, first out” advocate. The aggregate profits on the
two transactions, of course, will be the same in either case, but the
periodic distribution will differ. If, when prices rose, the wagon
builder had clearly foreseen the subsequent price decline as an in
evitable part of the economic sequence, his desire to conduct his
business and his accounts accordingly by an inventorying method
that would correlate his sales prices with those costs which had
directly influenced the sales prices is quite understandable.
The foregoing example illustrates the duality of the concepts in
volved. It is the concept of inventories in the abstract represent127
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ing dollars versus the concept of inventories in the concrete repre
senting a wagon. The “first in, first out” advocate says: “He
disposed of a wagon—that constitutes the crux of profit deter
mination, which is realization.” The “reproduction cost” ad
vocate counters: “True, he disposed of a ‘wagon’ but he did not
dispose of his 4 stock-in-trade ’; he still has that, he merely changed
the physical identity of it.”
It has seemed to us that the viewpoint from which the problem
presented should be considered is well expressed by our Institute’s
special committee on cooperation with stock exchanges in its
report of September 22, 1932, from which we quote:
“From an accounting standpoint, the distinguishing character
istic of business today is the extent to which expenditures are
made in one period with the definite purpose and expectation that
they shall be the means of producing profits in the future; and
how such expenditures shall be dealt with in accounts is the
central problem of financial accounting.”

Considering the problem from this sound and practical view
point, the conclusion is inescapable that profit determination in
the financial accounts should not fail to take cognizance of what
we may term the business viewpoint.
The prime purpose of the “last in, first out” principle, which
the board of directors of the American Petroleum Institute has
recommended to the membership of that institute, is to bring
about, in the determination of profits in the financial accounts, a
substantial correlation between sales prices and those raw material
prices which have been directly causative of such sales prices.
In its practical effect in the accomplishment of this objective,
the “last in, first out” principle may be viewed as comparable to
the "base stock ” or “ basic inventory’’ method of inventory valua
tion, the purpose of which likewise is that the revenue from high
sales prices be burdened with the costs causative of such high sales
prices, and not leave high price level inventories to be absorbed
later by revenue representing a lower price level, upon the turn of
the economic cycle.
In the “base stock” or “basic” method, however, as its desig
nation implies, the approach to the problem is by way of ascer
taining a “normal” inventory stock and the “low price level” at
which that stock is to be valued—the result of such a valuation
being the consequent absorption of current raw material costs by
current sales revenue. It may, perhaps, be stated that whereas
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the principle of “cost or market, whichever is lower” (with cost
determination on the “first in, first out” basis, or possibly on that
of averaged costs) accomplishes its objective of a conservative in
ventory valuation from a “short-term” viewpoint, the “basic”
method, in theory, looks to the longer economic cycle, and the
eventual return of a low price level after a high price level interim.
The “last in, first out” method, as enunciated by the American
Petroleum Institute, however, has not dealt with the valuation of
the residual inventory beyond requiring it to be “at a conserva
tive or reasonable figure.” Consequently the valuation of the
inventory, as it appears on the balance-sheet at any given time,
will generally reflect, in the case of each member company adopt
ing the method, the particular valuation price level which each
member company may regard as “conservative or reasonable.”
In the absence of a simultaneous adoption of the method by the
various member companies, it is more than likely that viewpoints
of what would be regarded as “conservative or reasonable” will
vary widely, not only because of the varying viewpoints of differ
ent individuals, but because of the psychological influence exerted
by the business conditions, attitude and outlook prevailing at the
particular time when each company undertakes to determine
what that figure shall be.
The recommendation of the committee on uniform methods of
oil accounting contained in the paragraph numbered “4” above,
captioned “cost or market,” that “inventory prices should not be
reduced to market prices, where lower than the regular inventory
value,” it is to be understood, is based on the assumption that the
inventory valuation adopted upon the inauguration of the “last
in, first out” method is such a “conservative or reasonable
figure”; that the price level thus reflected in the inventory is one
—comparable to the “normal valuation” of the “basic” method
—which will be lower than that which ordinary market fluctua
tions within the span of the economic cycle may be expected to
reach; and that those occasions when market prices do fall below
those represented in the inventory are expectantly only tempo
rary phenomena evidencing unusual conditions, from which, ex
pectantly, a prompt recovery is to be looked for. It is because of
the expectantly short duration of such market decline, as well as
of its presumed rarity of occurrence that the committee on uni
form methods of oil accounting has recommended to its member
companies that the inventory be not reduced to market in such
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instances, but that the difference be disclosed “in parentheses or
as a footnote.”
This recommendation, of course, places the greatest importance
on the price level to be adopted in the inventory. Frequent re
currence of market declines of this nature might be assumed to
indicate that a “conservative figure” had not been adopted. It
is, of course, understandable that were market write-downs a
matter of frequent occurrence in the income account, they would
defeat the prime objective of the “last in, first out” method,
namely the correlation of sales revenue with the costs causative of
the prices reflected in such sales revenue.
The method as thus promulgated by the American Petroleum
Institute, in leaving the establishment of the basic price (and the
basic quantity, too) to the individual member companies will tend
to certain divergencies which will operate against comparable re
sults as between such member companies.
In a general way, the rule of “cost or market, whichever is
lower ” affords, more or less, a common standard of measure of the
inventories shown on the balance-sheets of companies in the same
industry, so that one might reasonably infer that the inventory of
one amounting to $2,000,000, was, in fact, worth somewhere
about double that of another company amounting to $1,000,000.
This might, of course, not be strictly true, particularly in so far as
the factor of cost is concerned, but the factor of market value
would operate as a “leveler” of values. Under the proposed
“last in, first out” rule, however, in so far as it is not uniformly
applied by two companies in respect of the price level adopted, it
might conceivably happen that the $2,000,000 inventory of the
one and the $1,000,000 of the other, were, in fact, of identical
value if measured by their current market value. It may be sug
gested that during the period of development of this method
within the industry, any misunderstanding of this kind would be
obviated by a parenthetical disclosure in the balance-sheet of the
current replacement value of the inventory, whether such value
were greater or less than the stated inventory value.
In respect of comparative operating results between any two
member companies, the method as outlined may also not accom
plish strict comparability. In the case of one, for example, the
sales of the fiscal period may be burdened in full with a cost of
sales representing the current costs of that period. In the case of
the other company, let us assume sales to have exceeded the pur
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chases for the period; to the extent of such excess, the aggregate
cost of sales will be influenced by the amount thereof representing
the amount regarded as taken out of the initial inventory, charged
to cost of sales at the prices in such inventory, which might vary
considerably from the current costs of the fiscal period. Initial
inventories, either small or large, relatively, in point of quantities,
and low priced or high priced, relatively, in point of valuation,
would thus exert an influence on such comparative operating
results.
It is to be observed that, in conceivable instances, the applica
tion of the “last in, first out” method may produce results not
materially different from those under the ordinary application of
the rule of “cost or market, whichever is lower ”; where the goods
sold have in fact been those of latest acquisition, the “lower of
cost or market” rule if applied to identifiable units would not
(aside from any market write-down) entail a different treatment.
The “last in, first out” method, however, extends its treatment to
include the actual delivery out of inventory of goods replaced in
such inventory by current purchases; in such case the method as
sumes, for the purpose of determining the cost of sales, that the
goods delivered were those currently purchased.
We have been informed by the inventory sub-committee of the
American Petroleum Institute that, of the larger oil companies, a
number have accepted the recommendation of that Institute’s
board of directors, with respect to the “last in, first out” method,
having either adopted the plan or resolved to adopt it; several of
that number had, in fact, adopted it prior to such recommenda
tion. At the most recent joint session of our committee with the
American Petroleum Institute’s sub-committee, on December
eighteenth last, we found that considerable progress had been
made by the representatives of the American Petroleum Institute
in arriving at a consensus of views upon the matter; however,
unanimity of viewpoint was still lacking.
As the director’s resolution above-mentioned stated, the plan
has been promulgated by the American Petroleum Institute in the
form of a recommendation, the acceptance or rejection of which
remains a matter for the determination of each member. The
approval of that plan by the American Institute of Accountants is
requested by the American Petroleum Institute, in the same view,
namely that it be approved as applicable to those companies
which elect to adopt it, leaving other methods equally open to
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approval, as they may be found worthy of approval, in the case
of those companies which do not elect to follow the “last in,
first out” method.
Our committee, after careful consideration of the matter, have
found themselves in agreement in reaching the following conclusion:
The “last in, first out” method for the valuation of oil company
inventories, as recommended by the American Petroleum Insti
tute, constitutes an acceptable accounting principle for those
companies, which, finding it adaptable to their needs and views as
correctly reflecting their income, apply it consistently from year
to year; it is important, however, that full and clear disclosure, in
their published financial statements, be made by the companies
adopting it, both as to the fact of its adoption and the manner of
its application, including information as to the period adopted for
the unit of time within which the goods “last in” are deemed to be
the “first out,” that is, whether the fiscal year or a shorter or
longer period.
Since the method as outlined by the committee of the American
Petroleum Institute requires that the valuation to be placed upon
the inventory be “conservative or reasonable,” without, however,
providing for a uniform standard or common basis in the deter
mination of such valuations, it must be understood by readers of
the financial statements of companies adopting the method that
the inventory valuation of one such company is not to be regarded
as comparable with that of another, except only in so far as the
current replacement valuation, required to be disclosed when less
than the valuations arrived at under the method, afford such a
comparison.
The foregoing conclusion of our committee, however, does not
preclude our viewing other methods as being either equally
acceptable or preferable in the case of other companies where
different conditions may prevail.
We present the foregoing, including the above-mentioned re
quest of the American Petroleum Institute for approval of its
plan, for the consideration of the appropriate governing body of
our Institute.
Yours truly,
Leonard S. Davey
I. Graham Pattinson
Henry A. Horne
Edwin H. Wagner
W. D. McGregor
E. A. Kracke, Chairman
W. I. Nicholson, Jr.
Special committee on inventories
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AMERICAN INSTITUTE EXAMINATIONS

[Note.—The fact that these answers appear in The Journal of Account
ancy should not cause the reader to assume that they are the official answers
of the board of examiners. They represent merely the opinions of the editor of
the Students’ Department.]
Examination in Accounting Theory and Practice—Part I
May 14, 1936, 1:30 P. M. to 6:30 P. M.

Solve problem 1 or 2 and all other problems.
No. 4 (20 points):
From the following data prepare a consolidated balance-sheet of the Alpha
Company and subsidiaries as at December 31, 1934:
December 31, 1934

Cash in banks and on hand.......................... $
Customers’ notes and accounts receivable...
Inventories.....................................................
Investments at cost
Stock of Beta Company—75%.................
“ " Gamma "
—80%.................
Property, plant and equipment, less reserve
for depreciation.......................................
Investment at cost
Stock of Beta Company—15%.................
Deferred charges............................................

Alpha
Beta Gamma
Co.
Co.
Co.
30,000 $ 10,000 $ 15,000
90,000
50,000
60,000
50,000
70,000
60,000

100,000
200,000
500,000

200,000

120,000

10,000

5,000

30,000
5,000

$ 1,000,000 $325,000 $ 280,000

Notes payable.....................................
Accounts payable...............................
Mortgage on plant...............................
Capital stock—par value $100 a share
Surplus................................................

$

60,000 $ 50,000 $ 30,000
20,000
40,000
45,000
90,000
500,000 200,000 100,000
40,000
400,000
30,000

$ 1,000,000 $325,000 $ 280,000
Surplus:
Earned surplus at December 31, 1933.... $
Income for year 1934.................................
Increase on appraisal of land as at January
1, 1934.....................................................

280,000 $ 10,000 $ 50,000
30,000
70,000
20,000

$

450,000 $ 30,000 $ 80,000
40,000
50,000

$

400,000 $ 30,000 $ 40,000

Dividends paid

Surplus at December 31, 1934

100,000

The Alpha Company acquired its holdings in “Beta” and “Gamma” on
December 31, 1933.
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The Gamma Company’s holding of Beta Company stock was purchased at an
earlier date at par, which was also the book value.

Solution:
As in most consolidated balance-sheet problems, the main point in this
problem is to determine the amount of:
1. Minority interest.
2. Goodwill.
3. Surplus arising from consolidation (“negative goodwill”).
4. Consolidated surplus.
These factors are readily ascertainable if working papers such as the following
are used. The remaining portion of the solution is a matter of cross-adding the
like assets and liabilities and substituting the four factors outlined above in
lieu of the investment accounts and the capital stock and surplus accounts of
the subsidiaries.
Alpha Company and Its Subsidiaries—Beta Company and Gamma Company

Consolidated balance-sheet—December 31, 1934
Assets
Current assets:
Cash in banks and on hand.................................. $ 55,000
Customers’ notes and accounts receivable..............
200,000
Inventories................................................................
180,000 $ 435,000

Property, plant and equipment, less depreciation....
Deferred charges...........................................................
Goodwill (arising from consolidation).........................

820,000
20,000
78,800
$1,353,800

Liabilities and net worth
Current liabilities:
Notes payable...........................................................
Accounts payable......................................................

$140,000
105,000 $ 245,000

90,000

Mortgage on plant........................
Minority interests in subsidiaries:

Capital stock..........................................
Surplus, January 1, 1934.......................
Profits—1934..........................................

Gamma
Beta
Company Company
(20%)
(10%)
$ 20,000 $ 20,000
10,300
1,000
6,600
2,000

Total....................................................
Less: dividends paid 1934 .....................

$ 23,000

$ 36,900
8,000

Totals..................................................

$ 23,000

$ 28,900
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135
100,000

$409,400

5,600*

15,000

Surplus

$400,000

$309,400

$ 78,800

115,600

$194,400

5,600*

$200,000

Consolidated surplus ..........................................................................

$ 56,500

172,500

$115,000

15,000

$100,000

Beta Co. Gamma Co.

Deduct surplus arising from revaluation of land ...........................

Surplus arising from consolidation ...........................................

Goodwill........................................................................................

Non-reciprocal elements:
Minority interests .......................................................................

80% ...........................................................................................

Gamma Co.:

Total .............................................................. $51,500
N et worth, December 31, 1934:
Surplus .................................................................... $40,000
Share of surplus of Beta Co.— 15% ($30,000). .
4,500
Total ............................................................... $44,500
Net decrease............................................................... $ 7,000
80% thereof .................................................................
Adjusted balances ...............................................................................
Deduct reciprocal element:
Beta Co.:
75% ...........................................................................................
15% ...........................................................................................
T otal ..................................................................

Balances, per balance-sheets.............................................................
Add increase (decrease*) in subsidiaries’ net assets since date of
acquisition:
Beta Co.:
75% ($20,000).........................................................................
15% ($30,000).........................................................................
Gamma Co.—80%:
Net worth, December 31, 1933:
Surplus .................................................................. $50,000
Share of surplus of Beta Co.— 15% ($10,000)..
1,500

Investment

Alpha Company

$27,000

$180,000

$ 3,000

$22,500
4,500

$150,000
30,000

$ 20,000

$30,000

$30,000

Surplus

$200,000

$200,000

Capital
stock

Beta Company

Alpha C ompany and I ts Subsidiaries— Beta C ompany and G amma C ompany
Consolidated balance-sheet working papers—December 3 1 , 1934

$ 20,000

80,000

$100,000

$100,000

Capital
stock

$ 8,900

35,600

$44,500

4,500

$40,000

Surplus

34,500

$34,500

4,500

$30,000

Invest
ment in
Beta Co.

Gamma Company
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Net worth:
Capital stock.......................................
Earned surplus:
Balance, January 1, 1934...................
Profits, 1934........................................

Total................................................
Less: dividends paid...........................
Capital surplus:
Arising from revaluation of plant,
January 1, 1934...........................
Arising from consolidation..................

$500,000
$280,000
79,400

$359,400
50,000

309,400

$100,000
57,500

157,500 $ 966,900
$1,353,800

The following working papers with explanations of the adjustments in
journal entry form, while more complete and detailed, require too much time
of the candidate sitting for an examination. They are given here for com
parative purposes only.

Alpha Company and Subsidiaries

Intercompany adjustments—December 31, 1934
(1)
Profits for 1934, Alpha Co................................................
Dividends paid Gamma Co.....................................
To eliminate dividends paid to Alpha Company by
Gamma Company from profits for year (80% of
$40,000).
(2)
Capital stock, Beta Co....................................................
Surplus, January 1, 1934, Beta Co.................................
Profits, 1934, Beta Co.....................................................
Minority interests, Beta Co.:
Capital stock (10% of $200,000)........................
Surplus, January 1, 1934 (10% of $10,000).......
Profits, 1934 (10% of $20,000)...........................
To set out minority interest in Beta Co.
(3)
Capital stock, Beta Co. (15% of $200,000)..................
Surplus, Beta Co. (15% of $10,000)..............................
Profits, 1934, Beta Co. (15% of $20,000).....................
Investment in capital stock of Beta Co. (15%
Gamma)...............................................................
Gamma Co. surplus, January 1, 1934...................
Gamma Co. profits, 1934........................................
To eliminate Gamma Co.’s investment at cost in
Beta Co.’s capital stock. At time of purchase
Beta Co.’s stock was purchased at par, which
was also the book value.
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$ 32,000

$ 32,000

20,000
1,000
2,000
20,000
1,000
2,000

30,000
1,500
3,000

30,000
1,500
3,000

Students' Department
(4)

Capital stock, Beta Co. (75% of $200,000)..................
Surplus, Beta Co., January 1, 1934 (75% of $10,000)...
Profits, 1934, Beta Co. (75% of $20,000).....................
Capital surplus arising from consolidation..............
Investment in Beta Co. stock at cost.......................
Profits, 1934, Alpha Co............................................
To eliminate investment of Alpha Co. in Beta Co.
stock at December 31, 1934.

$150,000
7,500
15,000
$ 57,500
100,000
15,000

Computation of capital surplus credit

Net worth, Beta Co., January 1, 1934........

$210,000

Book value 75% interest, purchased by
Alpha Co...................................................
Cost of 75 % interest to Alpha Co.................

$157,500
100,000

Capital surplus from consolidation.............

$ 57,500

(5)
Capital stock, Gamma Co. (20% of $100,000).............
Surplus, January 1, 1934, Gamma Co. (20% of $51,500)
Profits, 1934, Gamma Co. (20% of $33,000)................
Minority interest, Gamma Co. dividends.....................
Dividends, Gamma Co. (20% of $40,000).............
Minority interest, Gamma Co.:
Capital stock........................................................
Surplus, January 1, 1934....................................
Profits, 1934.........................................................
To segregate 20% minority interest in Gamma Co.
after taking up Gamma Co.’s 15% interest in Beta
Co. profits and surplus.
(6)
Capital stock, Gamma Co. (80% of $100,000).............
Surplus, January 1,1934, Gamma Co. (80% of $51,500).
Profits, 1934, Gamma Co. (80% of $33,000)...................
Goodwill..........................................................................
Investment in capital stock, Gamma Co..................
Profits, 1934, Alpha Co............................................
To eliminate 80% interest in Gamma Co. purchased
by Alpha Co. on January 1, 1934, and to segregate
Alpha Company’s share of Gamma Company’s profits
after crediting Gamma Co. with its 15% interest
in Beta Company’s profits for 1934.

137

$ 20,000
10,300
6,600
8,000
$ 8,000

20,000
10,300
6,600

80,000
41,200
26,400
78,800
200,000
26,400

and

Gamma C ompany
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Liabilities and minority interests:
Notes payable .......................................................................
Accounts payable ..................................................................
Mortgage on plant ...............................................................
Minority interests:
Beta Company:
Capital stock .....................................................................
Surplus, January 1, 1934.....................................................
Profits, 1934...........................................................................
Gamma Company:
Capital stock .....................................................................
Surplus, January 1, 1934.....................................................
Profits, 1934...........................................................................
Dividends paid, 1934....................................................... .

Totals .................................................................................

Assets:
Cash in banks and on hand ................................................
Customers’ notes and accounts receivable.......................
Inventories .............................................................................
Investments at cost:
Stock of Beta Co. 75% ....................................................
Stock of Gamma Co. 80% ..............................................
Property, plant and equipment (net) ....................................
Investment a t cost:
Stock of Beta Co. 15% ....................................................
Deferred charges.......................................................................
Goodwill.....................................................................................
5,000

10,000

$

60,000
40,000

$ 50,000
45,000

$ 30,000
20,000
90,000

$280,000

30,000
5,000

200,000

100,000
200,000
500,000

$325,000

120,000

$ 10,000
50,000
60,000
$ 15,000
60,000
50,000

Beta Co. Gamma Co.

30,000
90,000
70,000

$1,000,000

$

Alpha Co.

(5)

8,000

(6) $ 78,800

Dr.

(5)
(5)
(5)

$

55,000
200,000
180,000

(3)30,000

20,000
10,300
6,600
8,000

20,000
78,800

820,000

20,000
10,300
6,600

20,000
1,000
2,000

$ 140,000
105,000
90,000

Cr.

Consolidated
balance-sheet

Dr.

(4)$100,000
(6)200,000

20,000
1,000
2,000

Cr.

Inter-company adjustments

Consolidated balance-sheet working papers—December 31, 1934

Alpha C ompany and I ts Subsidiaries— Beta Company
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Gamma Company .................................................................
Capital surplus:
Arising from appreciation of land ......................................
Arising from consolidation ..................................................

Gamma Company .................................................................
Dividends paid, 1934:
Alpha Company ................................................................

Beta Company ......................................................................

Gamma Company ................................................................
Profits for 1934:
Alpha Company ....................................................................

Beta Company ......................................................................

Gamma Co.............................................................................
Surplus, January 1, 1934:
Alpha Company ....................................................................

Capital stock:
Alpha Company ....................................................................
Beta Company ......................................................................

$1,000,000

100,000

50,000*

70,000

280,000

500,000

$325,000

20,000

10,000

200,000

$280,000

40,000*

30,000

50,000

100,000

$533,300

6,600

(4)

(5)
(1)

(3)

100,000
57,500

$1,411,800

$533,300

$1,411,800

50,000

79,400

280,000

500,000

57,500

32,000

8,000

3,000

3,000

(3)
(2)
(4)
(6)
(5)

26,400

26,400G
15,000B

(6)
(4)

32,000C

(1)

2,000
15,000

1,500

(3)

41,200

1,500
1,000

7,500

10,300

(4)
(3)
(2)
(6)
(5)

(3) 30,000
(2) 20,000
(4) 150,000
(6) 80,000
(5)
20,000
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Calculation of goodwill
Purchase price, January 1, 1934 of 80%
interest in Gamma Co................... $200,000
80% interest in Gamma Co., January
1, 1934:
Capital stock......................................... $ 80,000
Surplus, January 1,1934, after crediting
Gamma Co. with 15% interest in
Beta Co..............................................
41,200

Book value 80% interest in Gamma Co.
January 1, 1934................................. $121,200
Excess of cost over book value of 80%
interest in Gamma Co....................... $ 78,800

No. 5 (20 points):
The members of the firm Stewart & Co., the balances in their capital and
current accounts at the end of the fiscal year and the ratios in which they share
the profits are as follows:

Stewart..............
Green.................
Jones..................
Smith.................

........
........
........
........

Capital
accounts
Cr.
$100,000
50,000
30,000
20,000

Current
accounts
Dr.* Cr.
$20,000
30,000
7,000*
3,000*

Share
of
profits
35%
25%
20%
20%

The balances in the partners’ capital accounts represent the capital originally
contributed by each one.
The firm at the end of the fiscal year has sold its entire business to the Stewart
Corporation for $300,000, which is the actual net worth of the firm, as agreed
between the partners, and the firm has received 3,000 shares of the corporation
in full payment. The corporation has thus acquired all the firm’s assets and as
sumes all its liabilities recorded on the books, including the balances in the
partners’ current accounts.
The four partners intend to retain the same interest in the capital stock and
the profits of the corporation as they had in the profits of the firm.

1. You are required to show the settlement between the partners.
2. What will be the settlement between the partners if, under the otherwise
unaltered terms of the sale, the corporation does not take over the bal
ances in the partners’ current accounts and these balances are settled
between the firm and its partners before the sale is consummated, so
that the firm’s total liability to the individual partners may be restored
to the amount of capital originally contributed?
3. What will be the settlement between the partners if, under the otherwise
unaltered terms of the sale, the corporation does not take over the bal
ances in the partners’ current accounts and the partners agree among
themselves that, for purposes of the settlement, these balances are to be
transferred to their respective capital accounts?
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Solution:
(1) As the amounts due to and due from the partners are included in the
balance-sheet of the partnership, the receipt of $300,000 for the business
resulted in a profit (goodwill) of $100,000. This profit should be distributed
among the partners in their profit-and-loss sharing ratio as shown below:
Stewart & Co.

Statement of partners’ capital accounts showing the settlement between the
partners after the distribution of the 3,000 shares of
capital stock of the Stewart Corporation
Date
Smith
Green
Total
Partners
Stewart
Jones
(100%)
(25%)
(20%)
(20%)
Profit-and-loss ratio................................. (35%)
Capital accounts....................................... $100,000 $50,000 $30,000 $20,000 $200,000
20,000
25,000
20,000
100,000
Profit (goodwill).......................................
35,000
Totals.............................................
$135,000
Capital stock of Stewart Corporation
(profit-and-loss ratio)......................
105,000

Cash to be received from Jones and
Smith.................................................. $ 30,000
Cash to be paid to Stewart....................

$75,000

$50,000

$40,000

$300,000

75,000

60,000

60,000

300,000

$ 30,000
$10,000* $20,000* $ 30,000'

(2) If the corporation does not take over the balances in the partners’
accounts and these balances are settled between the firm and its partners
before the sale is consummated, the settlement between the partners will be
the same as shown above under (1).
The settlement between the firm and the partners will be as follows:

Paid to:
Stewart............................................................................
Green...............................................................................

$20,000
30,000

$50,000

Received from:
Jones............................................................................
$ 7,000
Smith...............................................................................
3,000

10,000

Reduction in cash (and net liabilities)..............................

$40,000

Obviously, the reduction in the cash and the net liabilities of the firm leaves
the net worth at $200,000, the same as under (1). The profit of $100,000 and
the capital stock and settlement between the partners must necessarily be the
same.
(3) If the corporation does not take over the balances in the partners’
current accounts and the partners agree among themselves that these balances
are to be transferred to their respective capital accounts, the settlement will
be as shown on the next page.
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Stewart & Co.
Statement of partners’ capital accounts showing the settlement between the
partners after the transfer of their current accounts to their capital
accounts, and the distribution of the 3,000 shares of
capital stock of the Stewart Corporation
Date
Partners
Stewart Green
Smith
Total
Jones
Profit-and-loss ratio................................. (35%)
(25%)
(20%)
(100%)
(20%)
Capital accounts......................................
$100,000 $50,000 $30,000 $20,000 $200,000
Transfer current accounts......................
20,000 30,000
7,000*
3,000*
40,000

Totals.................................................
Profit (goodwill):
Received........................ $300,000
Net worth..........................
240,000

$120,000

$80,000

$17,000

$23,000

$240,000

$ 60,000

21,000

15,000

12,000

12,000

60,000

Balances............................................
Capital stock of Stewart Corporation:
(In profit-and-loss ratio).................

$141,000

$95,000

$35,000

$29,000

$300,000

60,000

300,000

Profit..........................

Cash to be received.................................
Cash to be paid........................................

105,000

75,000

$ 36,000

$20,000

60,000

$

$

25,000*

$ 56,000
31,000*
56,000*

No. 6 (7 points):
On July 1, 1927, a company issued $1,000,000 in bonds at a discount of 10%.
These bonds were to mature as follows:
$ 100,000
July 1, 1932
100,000
“
1933
100,000
“
1934
100,000
“
1935
100,000
“
1936
500,000
“
1937
$1,000,000
On July 1, 1935, the company purchased $50,000 (par value) of bonds matur
ing on July 1, 1936, at 85 and retired them.
What entry should be made on July 1, 1935, to record the purchase?
(The solution should be based on the “bond outstanding method”.)

Solution:

A Company
Schedule of amortization-serial bonds
July 1st
Bonds outstanding
1928...................
$1,000,000
1929...................
1,000,000
1930....... ...........
1,000,000
1931....... ...........
1,000,000
1932...................
1,000,000
1933...................
900,000
1934....... ...........
800,000
1935...................
700,000
1936...................
600,000
1937....... ...........
500,000

$8,500,000
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Fraction
10/85
10/85
10/85
10/85
10/85
9/85
8/85
7/85
6/85
5/85
85/85

Students' Department
From the foregoing schedule it will be seen that the bond discount on the $600,000 of bonds outstanding to be amortized at July 1, 1936, would have been
6/85 of $100,000, or $7,058.82. The portion applicable to the $50,000 (par
value) maturing on July 1, 1936, which were purchased on July 1, 1935, is,
therefore, (5/60 of $7,058.82) $588.24.
The transaction may be analyzed as follows:
Par value of bonds............................................ $50,000.00
Price paid (85% of $50,000)............................. 42,500.00

Difference................................................... $ 7,500.00
Unamortized bond discount..............................
588.24

Profit........................................................... $ 6,911.76
This profit should not be credited to the unamortized bond discount account,
but should be credited to surplus as shown below:
Bonds payable............................................................. $50,000.00
Cash.....................................................................
$42,500.00
Unamortized bond discount................................
588.24
Surplus.................................................................
6,911.76
To record the purchase and retirement of $50,000
par value of bonds due July 1, 1936, which were
purchased on July 1, 1935, at $85.

No. 7 (8 points):
The Mean-Well Company allowed its employees to subscribe to its capital
stock on an instalment basis. The number of employees and the shares sub
scribed by each were as follows:
Total
Number of
Shares subscribed
by each
shares
employees
1
5
5
2
20
10
25
5
125
10
10
100
25
250
10
2
50
100
2
100
200

64

800

After all subscriptions were paid the company distributed pro rata 352 ad
ditional shares as a special bonus or donation. No fractional shares were to be
issued. Employees entitled to less than
share received from the company
an equivalent in cash at $50 a share; employees entitled to more than
share
paid the company at the same rate for the scrip necessary to round out their
holdings. No deviation from the plan was permitted.
Prepare (1) a columnar schedule showing the number of shares subscribed by
and distributed to each employee, the fractional shares sold or bought and the
cash paid or received by him; also prepare (2) a summary of the schedule, show
ing aggregates.
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(2)

22

44

100

200

50

100

800

4

11

2

250

20

125
100

2
5
10
25

5

Number
of shares
each
employee
received

1

.20
.40

.44

by each
employee

sold

Fractional
shares

.12

Fractional
shares
purchased
by each
employee

Shares retained and paid for by com pany. .
.

10 shares

(352 ÷ 800) 44%.
Summary of the schedule, showing the aggregates.
Total number of additional shares ........... 352 at $50.00
Shares distributed ............................................. 342 at 50.00

342

44
88

110

50
40

10

Total
numberof
shares
distributed

$

500 .00

10.00
20.00

Per share
$22.00

$560.00

250.00
200.00

$110.00

Total

Cash received by
employees

Distribution of 352 bonus shares

$17,600.00
17,100.00

The percentage of shares distributed as a special bonus or donation is

64

2
2

10
25
10
10

5

T he M ean-W ell Company

$6.00

Per share

$60.00

$60.00

Total

Cash paid by
employees

$500.00

Net
amount
of cash paid
out by
company

the number of shares subscribed by and distributed to each employee, the fractional shares sold or bought and the cash paid or received by

Shares
Number subscribed
of
by each Total
employees employee shares

1

him.
Shares purchased
by employees

(1) Schedule showing

Solution:

The Journal of Accountancy

Correspondence
LESSONS FROM THE ADVERTISING DENTIST
Editor, The Journal of Accountancy:
Sir: Recent issues of The Journal of Accountancy have discussed the
unethical practice of advertising. M. Webster Prince, immediate past presi
dent of the Michigan State Dental Society, has written an article entitled, “The
Unscrupulous Dentist Exposed.” This article appeared in the June number of
Life and Health, published in Washington, D. C. This writer states some
principles that apply not only to the abuses of advertising by dentists but
equally to such by any profession. The article sheds light on what may be
expected if the professions attempt to advertise in the commonly accepted
meaning of the term. Readers of The Journal of Accountancy will be
interested in some of Dr. Prince’s conclusions and illustrations.
In the opening of the article the statement is made that the effort of the
profession to eliminate the unscrupulous dentist has resulted in its centering
around one class. “ Briefly, this storm center has been the advertising dentist.”
This is tantamount to saying the unscrupulous dentist is generally an adver
tiser. How would the advertising accountant like to transpose the statement a
little, using terms a little nearer home? Dr. Prince grants there are unethical
men among the non-advertisers, but he reiterates with this statement: “ By far
the greatest number of violaters of the ethics of the profession, as well as the
civil law, are to be found in the offices of the advertising dentist.”
Speaking of our advertising age, the writer admits “ it requires some fortitude
openly to oppose advertising”; but he declares, “yet the dental profession
takes this position because it sincerely believes that its action, in so doing, is in
the interest of public welfare.”
This article further states, “ While it is freely admitted that the dental pro
fession at large is opposed to advertising, it should be clearly understood that
the opposition of the profession is not directed so much at advertising itself, as
at its abuses.” As an example of what happens when the dentist advertises,
Dr. Prince calls attention to some of the early advertisers of the profession.
He says, “J. Parkhurst, who advertised in 1815, but whose biography I do not
know, certainly had one point in common with our dental advertisers of today:
he was not lacking in self-confidence and egotism.” Here is the advertisement
referred to:
J. Parkhurst, Dentist,
47 Liberty-Street,
Performs every necessary operation on the teeth and gums, removing with
care, fixed tartar, cleans, files, and polishes teeth without injury to the enamel,
and affixes in the best manner artificial teeth.
His confidence in his unrivalled mode of extracting teeth is undiminished; and
he appeals to the many who have experienced the ease and safety with which he
extracts broken, decayed, and stumps of teeth as the best evidence of this fact.
He can take out stumps of teeth without injury to the gums, and generally
without even touching them.
** Antiseptic vegetable American tooth powder, warranted efficacious and
harmless, for sale.
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J. Parkhurst has recently established an electrical machine which is capable
of every requisite operation.

The following from Dr. Prince needs no comment; about all the accountant
need do is to certify in the customary manner:
“The dental profession believes that there is a fundamental difference be
tween advertising a commodity and advertising professional services. In
commercial life the thing is an inert entity, an article, a commodity; but when
an individual advertises his professional skill, he is essentially advertising
himself.
“ It believes that dental advertising is an attempt to commercialize the pro
fession, and if allowed to flourish, will jeopardize both public health and
professional security.”
The doctor refers to a recent decision of the United States supreme court, a
decision of interest not only to dentists but to all professional men. The Ore
gon dental law provides for revocation of licences for unprofessional conduct.
Among other things classed as unprofessional by this law is found: “ Advertising
professional superiority or the performance of professional services in a superior
manner.” A case under this act was finally carried to the supreme court of the
United States. In his decision Chief Justice Hughes said, “ The public must be
protected from all influences and practices that tend to demoralize the pro
fession by forcing its members into an unseemly rivalry which would enlarge
the opportunities of the least scrupulous.”
Yours truly,
David Hartman.
Grass Valley, California, June 10, 1936.
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PUBLIC UTILITY FINANCING, 1930-35, by Merwin H. Waterman.
University of Michigan, Ann Arbor. 144 pages. 1936.
Public Utility Financing 1930-35, which is one of the series of “Michigan
business studies,” published under the auspices of the bureau of business re
search of the school of business administration of the University of Michigan,
does not deal with matters of accounting. Its interest to the accountant is
necessarily from the broader aspect of the familiarity with matters of finance
and business procedure which is essential to the exercise of accountancy as a
profession. The volume must, accordingly, be examined from that point of
view.
At the outset let it be frankly said that the present reviewer is an executive
of one of the larger public-utility holding companies. His viewpoint is in con
sequence somewhat subject to the limitations imposed by first-hand knowledge
of the problems confronting the industry during the several years just passed.
He has perhaps been rendered a little sensitive on certain points by the un
discriminating attacks directed against the industry during the past few years,
which have so greatly increased its difficulties in emerging from the effects of
the industrial depression. Professor Waterman must not, therefore, take it
amiss if his contribution to the study of public-utility financing, which reads in
many parts like an echo of the unsound philosophy underlying the public
utility holding company act of 1935, is criticized from that viewpoint, more
particularly where it appears somewhat gratuitously to go beyond the scope of
the study which was undertaken, to delve into some other aspects of the
holding-company situation and condemn the soil as being neither fertile nor
auriferous.
The volume consists of five chapters: purpose and motivation (of the public
utility financing during this six year period); characteristics of security con
tracts; capital costs and methods of security distribution; holding companies
and public-utility finance; and holding-company diversification. The fourth
and fifth chapters are those in which Professor Waterman’s conclusions with
regard to the lack of usefulness of holding companies are chiefly elaborated,
but the first three chapters do not entirely ignore this aspect of the matter.
Professor Waterman has assembled information of a financial and statistical
character useful as a record of utility financing during the period following the
peak of expansion in general business at the end of 1929 down to the end of 1935
when previous peaks in kilowatt-hour output had already been exceeded and
the electric industry, if unencumbered by the federal legislation of 1935 and free
from the threat of destructive federal competition and subsidies in aid of arti
ficially fostered municipal competition, would have been in a position to enter
upon a new period of plant expansion and development.
Of great significance are the figures presented in the tables prepared by
Professor Waterman, setting forth the facts as to the decline in public-utility
security offerings from $2,381,781,152 in 1930 to $92,731,478 in 1933, with a
subsequent increase to $1,294,421,747 in 1935; but more significant still is the
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fact that while in 1930 the security offerings made for the purpose of expansion
amounted to $1,916,794,855, or 80.5% of the total offerings, in 1935 only
$17,659,109, or 1.4% of the total, was for this purpose, the remaining 98.6%
being for funding, refunding and refinancing. Of further significance is the
fact that only 2.2% of the offerings in 1935, or $28,990,847, represented pre
ferred and common stock, while 32.2%, or $766,822,152, fell under these cate
gories in 1930. Of this latter total $410,000,000 represented common stock of
telephone companies, but the balance remaining for other utilities is still a very
substantial amount, representing many times the corresponding amount for
1935.
A detailed table of the public-utility bond redemptions which occurred in
1935 is given, the totals of which show that the new money rate, calculated after
bankers’ commissions but before other expenses of issue, averaged 3.39%
against an average interest rate of 5.14% on the issues called. Out of the
savings in interest, there must be amortized in some manner the premium paid,
which averaged 4.69%, upon the call of the old issues. Professor Waterman’s
first chapter discusses this transition period in an effective manner.
In the second chapter dealing with characteristics of security contracts,
Professor Waterman shows a tendency, which is apparent in other chapters of
this volume, to fall into the error of attacking human devices, which represent
the best that can be done in a changing world, because those devices do not
afford perfect protection under all conditions. There is little to be gained in
criticizing the desire of timid capital for that degree of security afforded by
first mortgage bonds, on the ground that the mortgagee faces an almost in
evitable loss if the mortgaged property loses its earning power. Financial in
stitutions and the legal profession will continue to regard a first mortgage obli
gation as preferable to a debenture or preferred stock. From the point of view
of the borrowing company, the modern form of open-end mortgage does not
represent an unreasonably restrictive device for the securing of senior capital at
the lowest interest cost. In some respects there is an advantage in setting that
class of creditor, who seldom contributes more than 50% of the total capital
required, apart from other capital groups, who in consideration of a somewhat
higher return on their capital are willing to accept a subordinate position from
the standpoint of security and must be prepared to permit considerable flexi
bility and independence of judgment to the management. It was to be ex
pected that in the greater part of the period covered by this study, mortgage
bonds would represent the required medium for financing.
Professor Waterman makes a somewhat surprising statement as to what he
regards as a growing demand for retirement provisions with respect to senior
securities. On the basis of his study, he finds that 84% of the bond offerings in
1934 and 82% of those in 1935 contain “some sort of provision for debt re
tirement” (page 33). Professor Waterman does not agree that this is a desir
able tendency as applied to utility securities and this reviewer is in entire agree
ment with him on that point. The results of his study, however, may some
what exaggerate the tendency. There is a vast difference between a sinking
fund which calls for the extinguishment of debt by annual retirements and a
purchase fund which must be applied to the purchase in the market of bonds
up to a specified amount if they are available below a stipulated price. If the
bonds are not so available, the purchase fund is inoperative and does not have
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to be set aside. This is a common provision in indentures, but it should not be
treated as equivalent to a sinking fund. Another type of retirement provision,
which calls for the application to the purchase or redemption of bonds of the
amount remaining from a certain percentage of operating revenue after provi
sion for maintenance, replacements and new construction, or some combination
of these three factors, also hardly ranks as more than a protective provision for
the upkeep of the mortgaged property. It is possible by simple inspection to
extract from the list of bond redemptions in 1935 an amount substantially
greater than 18% of the total offerings in 1935 which do not provide for any
retirement provisions other than of the types just indicated. There have been
cases during this period of the issuance of securities with serial maturities, obvi
ously for the purpose of securing the very low money costs at which such securi
ties could be sold under the abnormal conditions prevailing, but these together
with the cases in which true sinking funds have been provided for appear on the
basis of an analysis of over 85% of the security issues to amount to less than
25% of the total offerings in 1935.
In the chapter dealing with capital costs and methods of security distribu
tion, the significance of the volume of financing done by direct placement with
financial institutions can be easily overemphasized. It reflects a somewhat
abnormal investment situation, accentuated by the premium placed on this
type of financing by its freedom from the requirement of registration under the
security act. As a general principle, however, it may be doubted whether it is
desirable, either from the point of view of the financial institutions or of the
utility companies, that undue proportions of single issues of individual com
panies should be absorbed by such institutions, and it seems unlikely that
bankers are suffering any permanent impairment of their usefulness to their
clients in the placing of securities. Professor Waterman’s discussion of costs of
registration and of bankers’ spreads is interesting, although one can not agree
with certain of his conclusions. He believes that experience with registration
procedure tends to a material reduction in such expenses and points to the
relatively high cost of the Detroit Edison registration (1%) as being no doubt
due, in part at least, to the fact that its offering represented the company’s first
contact with registration requirements. This is carrying deductive reasoning
rather too far. An examination of the registration statement of Detroit Edison
shows that of the $491,000 of expense of the issue, $294,000 represented state of
Michigan fee and mortgage tax on bonds, of which $245,000 was to be paid
under protest. The balance of the expenses represented less than 4/10ths of
1 % of the amount of the issue.
The time element involved in registration requirements is ignored as a
potential cost of financing. During this extraordinary bond market, the time
element has operated as a rule in favor of the borrower, but there have been
periods in the past when the reverse would have been the case, and we have all
of us lived through periods when the interval of time required for registration
would have rendered financing, intrinsically sound, entirely impossible. Per
haps, however, we must regard such potential casualties as some of the eggs
which must be broken to make good omelets. Professor Waterman’s state
ment that bankers’ margins were much lower than they had been prior to the
days of regulation and its accompanying publicity appears to point to a conclu
sion which may not be well founded. Bankers’ margins have undoubtedly
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been substantially affected by the volume of capital seeking investment and by
the fact that by far the greater part of the offerings which have been made
have been of the highest type, appealing to insurance companies and other
financial institutions. Publicity may not affect the situation when money
rates harden and bankers are called upon to do a real selling job in order to
place securities.
In view of Professor Waterman’s feeling with regard to the lack of real
security afforded by mortgage bonds, it is interesting to see his comment
(page 77) to the effect that the economic condition of a company or an industry
can be about as accurately forecast for fifty years as it can for twenty. There
are, of course, limits to human foresight, but given stable political conditions, it
is surely not rash to assume that the trends in a great industry, essential in
character, can be projected conservatively over a twenty-year period. The
purchasers of bonds have evidently concluded that these trends can be ade
quately projected over a thirty-year period, but they have shown a reasonable
disposition not to go beyond that. The electric industry, after all, is hardly
more than fifty years old, counting even from its feeble beginnings, and to
assume that we can just as well anticipate the developments of another fifty
years is going too far.
Coming now to chapters four and five which deal more particularly with the
relationship of holding companies to the industry, we find the tendency referred
to before to assume that perfection is claimed for the holding company form of
ownership in its financing, in its relation to investors and in all its ways,—a
perfection so far exceeding ordinary human attainments that no other form of
utility ownership can conceivably match it. Having shown that this degree of
perfection does not exist, Mr. Waterman proceeds to condemn the institution
itself. This, it is submitted, is neither logical nor fair.
In the chapter dealing with holding companies and public-utility finance,
Professor Waterman gives some instances in which the holding company has
been of service to subsidiary companies by rendering financial assistance when
it was sorely needed, but he goes to greater lengths in an attempt to show that
the holding companies have been in part responsible for the need of their sub
sidiaries for additional capital, owing to their having received dividends from
these same companies. The fact that holding companies are investors in their
subsidiaries, and as such are entitled to a return on their investments in order
that they may be in a position, in turn, to make distributions to the investors
in their own securities, frequently seems to be overlooked by critics of the
industry. No holding company, so far as this reviewer knows, has undertaken
to pose as Santa Claus. They do for the most part claim to have acted in a
reasonable and rational manner towards the companies in which they were
investors and towards which they assumed a protective attitude. If, however,
it is to be assumed that the needs of operating companies for additional capital
required that investors in those companies, whether holding companies or other
investors, should not withdraw earnings in the form of dividends, then obvi
ously no utility company would ever have paid any dividends, until possibly
the last three or four years, the requirements for new capital having constantly
exceeded the amount available for dividends until that time.
In making his point Professor Waterman sees no obstacle in some cases to
arriving at the requisite aggregate of dividends by including dividends paid
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subsequent to the period when the need for the loan arose and, in at least one
case, subsequent to the time when the subsidiary had permanently financed its
requirements. The consideration of the proper timing of a security issue by an
operating company must not be overlooked. It may be undesirable to do financ
ing during the progress of a large construction project, and it is at such times,
particularly, that the assistance of the holding company may be most valuable.
Professor Waterman’s arguments otherwise suggest that holding company
sponsorship is undesirable unless it can be shown that the subsidiaries of holding
companies can finance on better terms than independent companies. This
argument is entirely fallacious. It is, of course, not possible to say what any of
the subsidiaries of holding companies would have been able to do in the way of
financing had they remained independent. A comparison on these lines with
what was actually accomplished might have some validity. It must be
remembered that some of the companies not under holding-company sponsor
ship are among the strongest companies in the country. This will be seen by
reference to the table given by Professor Waterman on page 86. These com
panies could not have been expected to do much better had they been included
in holding-company systems. It may be asserted with some degree of confi
dence, based on comparable companies which are included in holding-company
systems, that they would not have done any worse. The real question is:
Would some of the weaker companies which are under holding-company
sponsorship have done as well had they been independent? Some of them, it is
safe to predict, would have fared considerably worse.
Professor Waterman presents a table (page 90) in support of his statement
that “in the matter of supplying new capital to meet the financial needs of
the utility industry during the years 1930 to 1935, the holding company failed
miserably.” The table, however, shows only the security offerings made by
parent companies, sub-holding companies and operating companies. It does
not show the amount of equity securities of operating companies taken by
parent companies; neither does it reflect the fact, to which attention has already
been drawn, that since 1931 the capital requirements of operating companies
have been almost entirely for refunding purposes and that there has been no
occasion, except in rare instances, to furnish additional equity capital for ex
pansion purposes. Further on in this chapter, Professor Waterman dismisses as
of no consequence the fact of very real assistance given to their subsidiaries by
Commonwealth & Southern Corporation, by United Gas Improvement and
others, by pointing to the fact that these companies were simply reinvesting
revenue which they had received from their investments in those and other
subsidiaries. This is open to the same criticism as that already made, namely,
that investors look for a return upon their investments. The nature of the
business of a holding company is to collect revenue in the form of interest and
dividends and to pay interest and dividends to the investors in its own securi
ties. That they have been able to meet these latter obligations and at the same
time extend financial assistance to their subsidiaries speaks well for the con
servatism which these companies have exercised with respect to their own
working capital positions.
The most that can be said for Professor Waterman’s argument in this chapter
is that the holding companies have developed their subsidiaries to a point at
which they have become largely independent of the kind of assistance which

151

The Journal of Accountancy
the holding companies have been able to extend to them in the past. He actu
ally says (page 97), “. . . holding companies will be left with just one financial
function; namely, to support uneconomic and essentially unprofitable situa
tions.” In an industry which is still growing as rapidly as the electric industry,
it is a hardy character who would undertake to say that the time when even the
strongest companies may welcome financial assistance is past. Even if this
were so, however, a case does not seem to have been made against the holding
companies which would justify their being deprived of their rights as investors
to enjoy the legitimate returns from sound investments well made and carefully
fostered.
Professor Waterman makes one rather naive suggestion in support of his
theory that the holding company is of little use to its subsidiaries in matters
of financing. He speaks (page 87) of “the admittedly important service of
giving advice regarding type of contract or indenture to be used in connection
with a given piece of financing,” but goes on to say, “Such service is one which
the investment banker is paid for, and he certainly is in a position to give advice
and counsel that will be as good, and more unbiased than, advice from the
officials of a public-utility holding company.” The investment banker’s
advice is, of course, useful and is sought by the officers of both operating and
holding companies when financing is being done, but the banker is after all not
entirely unbiased, and even if he were, the company’s interest must be safe
guarded by officers who are admittedly biased in favor of the company. Many
provisions of modern mortgages which are distinctly of service to the company,
and often in the long run to the investor in the securities issued under the
mortgage, would never have been adopted without benefit of forceful advocates
speaking for the company. On the other hand, this opposition of ideas leaves
the banker free to press for more stringent conditions which will facilitate his
sale of the securities to the most exacting investors, who will nevertheless buy a
good security with less onerous conditions if the company is able effectively to
maintain its side of the argument.
Critics of the holding company recognize that a strong argument can be made
for the existence of such companies as a means of affording diversification of
investment to their security holders. Having set out to show that the exten
sion of financial assistance by holding companies to their subsidiaries has
become a dead issue, Professor Waterman next proceeds, in his last chapter, to
show that the principle of diversification never was a live issue; that it is in fact a
myth. Unfortunately for Professor Waterman’s argument, all the facts which
he has assembled not only fail to support his contention, but definitely contra
dict it. Professor Waterman, however, starts by assuming an utterly impossible
and unattainable objective, namely, that diversification should permit an
American investor to escape entirely the effects of a worldwide depression
which culminated with particular severity in this country. If the principle of
diversification which has governed investment policy, whether of individuals,
investment trusts, insurance companies, banks or holding companies, is to
stand or fall by such a test, then there is no argument. One might as well
invest all one’s funds in a single enterprise doing business on a single street
corner. Only the investor who so far diversified his activities as to take the
short side of the market after the boom was over, could meet the standard set
by Professor Waterman.
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The interesting fact is that all the figures and charts prepared by Professor
Waterman show that the ownership of properties in various parts of the country
and possessing varying characteristics did smooth out the hills and valleys of
fluctuating earnings. Professor Waterman, in fact, admits this several times in
his text. The index of variation from a moving five-year average which he has
prepared for a number of holding-company situations shows conclusively, as it
could indeed hardly fail to show, that the variation for the group combined
was substantially less than for the individual units. There are examples in
which the index of variation for the group does not even lie between the maxi
mum and minimum variations of the component parts, although Professor
Waterman suggests in discussing deviations from secular trend (page 137)
that this must necessarily be the case. It is not the case, because the varia
tions are computed from a moving average or straight-line trend, as the case
may be, and expressed, quite properly, as positive values. The figures do not
show, nor will the figures for any group of investments, commodities or activi
ties of any kind show, that diversification had any magic power to avert the
disastrous consequences of the depression. The utilities simply suffered less
than many other industries and the holding companies showed less violent
fluctuations than their constituent companies taken individually. Professor
Waterman himself brings out the fact that utilities in different sections of the
country were affected in varying degrees and at different times during the
period covered by his study.
It is, of course, the desire of every investor to select those investments which
will yield the best results. It is unfortunately not possible for an individual, or
even for a holding company, to make these selections with infallible accuracy.
A holding company does not afford the same degree of flexibility of investment
as an investment trust specializing in utility securities, and the latter in turn is
less flexible than a general investment trust. On the other hand, the holding
company offers an investor in utility securities an opportunity to spread his risk
over a known and substantially fixed group of properties. He might fare
better as an investor in a single one of the group. That, however, would be a
matter of judgment and possibly of price. On the other hand, he might fare
measurably worse as an investor in some other property in the group. Profes
sor Waterman makes this abundantly clear in the figures which he presents and
his rejection of the value of diversification in the face of his own evidence is, to
say the least, a departure from the scientific method of approach.
In case any one should disagree with Professor Waterman’s handiwork, he
adopts the defensive attitude of quarreling with his tools. He suggests that,
“The real significance of these results is difficult to determine because of the
fact that little faith can be placed in the year-by-year profit figures of operating
utilities” (page 110). Auditors of operating companies, please note! Even
were Professor Waterman’s sweeping statement to be taken seriously, it is
rather obvious that for the most part the controllable factors in the accounts
would be made to minimize rather than exaggerate yearly fluctuations, although
Professor Waterman mentions one or two instances which have come to his
attention which, without further investigation, appear to create greater
divergency of results.
Professor Waterman utters a note of rebuke (page 132) to certain holding
companies which have permitted apparently hopeless situations in certain of
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their subsidiary companies to be worked out through the medium of default
and reorganization. Again we are faced with the thought that some other
critic of the industry would probably condemn these same companies for having
persisted too long in trying to bolster up a hopeless situation. It is permissible
to suggest that a holding company is not an eleemosynary institution.
Professor Waterman very gracefully summarizes his conclusions with regard
to holding companies by the time-honored statement that, “You can’t make a
silk purse out of a sow’s ear” (page 133). One is reminded of the prisoner
about to be sentenced for a crime which the judge said had been committed in a
highly skillful and intelligent manner, who begged his honor not to descend to
flattery.
Extended comment in a review may be out of place. That is, perhaps, why
there are too many unsuspecting purchasers of books which dissemble their real
purpose. As to the present volume, therefore, may it be said in brief that it
contains some interesting tabulations and presentations of figures, but that for
the conclusions to be drawn from those figures, the reader must rely on his
own intelligence.
Herbert C. Freeman.
AUDITING LABORATORY SET, by Thomas W. Byrnes and K. Lanneau
Baker. The Ronald Press Co., New York. 1936.
As a unit of the Columbia university accounting series, edited by Professor
Kester, Auditing Laboratory Set is an attempt to solve the problem of supplying
to students of auditing procedure practical material for laboratory work. It
consists of some 300 sheets in type-script containing completely written up
accounts as they would be found in a set of books, with full supporting data
such as vouchers, cheques, bank statements, confirmation letters, invoices, ex
cerpts from minutes, etc. Working conditions are fairly imitated even to the
inclusion of errors, irregularities and defalcations. With these before him the
student is led step by step through an orderly program of audit as prescribed
by any of the standard authorities.
As far as it goes this is an eminently practical method for laboratory work.
It is open to the criticism that it deals with one type of business, textile produc
tion and selling. Much of it would not be applicable to other types, such as
banking, real estate, farming, etc., but at least the student gets practice in ap
plying theory systematically. Also, as a matter of technique, one may doubt
perhaps the advisability of using the long list of code-marks on the books
(sheet ii). No tidy bookkeeper likes to see his books all marked up, and, if I
am not mistaken, most modern practitioners prefer to make analyses of perti
nent accounts on their working papers.
Altogether it is a bit of practical work that reflects credit on its authors. Its
effectiveness in training students will be watched with interest by accounting
instructors and by the profession generally.
W. H. Lawton.
INTRODUCTION TO FEDERAL TAXATION, by George T. Altman.
Commerce Clearing House, Inc., New York. 166 pages. 1936.
Introduction to Federal Taxation is, I believe, the first definite attempt to state
in simple narrative form the underlying principles of the federal revenue laws.
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Perhaps fifty years from now a work of this character could attain the position
of an authoritative work of reference. The present volume, however, deals
with a subject not yet sufficiently molded into its final form and is of no more
than passing interest, except to the student desiring to become well grounded
in the development of our revenue laws from their inception up to date.
The book is well written and logical in its presentation and, if properly under
stood as being only an introduction to federal taxation as stated in the title,
should cause the student reader to desire more up-to-date information to be
found only in one of the standard tax services.
Norman G. Chambers.
NEW YORK STOCK EXCHANGE, Committee on Public Relations, New
York Stock Exchange, April, 1936. 40 pages. 1936.

STOCK EXCHANGE PROCEDURE, by Birl E. Shultz, New York Stock
Exchange Institute, March, 1936. 102 pages. 1936.
These two excellent manuals would seem to be required reading for anyone
who has an interest, direct or indirect, in the work of the New York stock ex
change. Both of them are clearly written and well illustrated. The section
dealing with the work of the “specialist” is particularly valuable, as it gives a
clear statement of what is to many a complicated and mysterious function.
The short history of the exchange and its efforts, largely successful, to per
suade corporations to publish adequate information, and its constant endeavor
to raise and maintain the standard of ethics among its own members are inter
esting not only to men in Wall street, but to accountants, credit men and all
others whose work lies in the preparation or interpretation of financial state
ments.
Without laboring the point, in fact without referring to it specifically, it is
made clear that the exchange had, at the time of the passage of the securities
exchange act, gone a long way towards the goal to which that act gave it a
forcible and somewhat uncomfortable propulsion. The exchange authorities
state what everyone, I believe, admits to be the fact, that they have been and
are endeavoring to cooperate so far as lies within their ability with the securities
and exchange commission.
These two little books contain information which should be in the possession
of every practising accountant, but more particularly those who have to deal
with personal income taxes, investments, estate work and the many other parts
of an accountant’s practice which have to do with the statement and verifica
tion of securities and security values.
Maurice E. Peloubet
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